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ENHANCED OVERSIGHT AFTER THE FINAN- 
CIAL CRISIS: THE WALL STREET REFORM 
ACT AT ONE YEAR 


THURSDAY, JULY 21, 2011 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10:06 a.m. in room SD-538 Dirksen Sen- 
ate Office Building, Hon. Tim Johnson, Chairman of the Com- 
mittee, presiding. 

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON 

Chairman Johnson. Good morning. I would like to call this hear- 
ing to order. Today marks the first anniversary of the Dodd-Frank 
Wall Street Reform and Consumer Protection Act. 

The Wall Street Reform Act was a direct response to the worst 
financial crisis since the Great Depression. It created a sound regu- 
latory foundation to protect consumers and investors and to help 
prevent or mitigate future crises. I am pleased to have one of the 
architects of this historic legislation. Representative Barney Frank, 
here with us today. 

I also welcome our panel of distinguished regulators to discuss 
the steps they have taken to implement the provisions of this im- 
portant law to enhance their agencies’ oversight of the financial 
services industry. 

But Congress must also do its part. As Chairman of this Com- 
mittee, I am committed to holding rigorous oversight of the imple- 
mentation process and restoring Americans’ trust in a credible fi- 
nancial system. 

While it appears that many on Wall Street, and even some here 
in Washington, have already forgotten the real costs of inadequate 
financial regulations, I have not. And neither have the millions of 
Americans who lost their jobs, their homes, their savings, and who 
are still waiting for the recovery. 

Unfortunately, these reforms have been under constant attack 
since this bill was signed into law. Opponents of Wall Street reform 
continually repeat misleading claims that the new law was hastily 
conceived, will be overly burdensome, and will harm our economy. 

But the American public disagrees. In fact, a poll released this 
week by Lake Research Partners found that Americans broadly and 
strongly support Wall Street reform. They support the legislation’s 
goals of holding Wall Street accountable, making the financial sys- 
tem more transparent, and enhancing oversight of Wall Street 
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firms that have shown they could put the entire economy at risk. 
Even after hearing arguments supporting and opposing this legisla- 
tion, Democrats, Republicans, and Independents support the Wall 
Street reform law. 

But we cannot take that support for granted. Since the bill’s pas- 
sage, this Committee has taken its oversight responsibilities seri- 
ously, ensuring that the regulators are on the right track to imple- 
ment the law’s provisions. Passing the Wall Street Reform Act was 
a monumental achievement, and while the regulators have com- 
pleted many rulemakings, there is much work left to be done. This 
will take time, but we owe it to the American people to get it right. 

I thank our witnesses again for being here today, and I look for- 
ward to the testimony. 

Ranking Member Shelby, your opening statement. 

STATEMENT OF SENATOR RICHARD C. SHELBY 

Senator Shelby. Thank you, Mr. Chairman. 

Yesterday, in a Wall Street Journal op-ed piece by Secretary 
Geithner, he claimed that financial reform was “designed to lay a 
stronger foundation for innovation, economic growth, and job cre- 
ation.” However, for millions of Americans, the 1-year anniversary 
of Dodd-Frank provides little comfort as they continue to deal with 
the harsh economic reality marked by little to no innovation, ane- 
mic, economic growth, and virtually no job creation. 

The unemployment rate remains stubbornly above 9 percent, 
with more than 14 million Americans still out of work. Secretary 
Geithner also wrote that the Obama administration “expected 
backing from both sides of the aisle” when the debate over the fi- 
nancial reform began, implying that there was not any. The truth 
is that there was as great deal of agreement on a number of issues 
until the White House decided that the only issue that mattered 
was the creation of a massive new consumer bureaucracy. In fact. 
Chairman Dodd and I had agreed to create early on a consolidated 
banking regulator where the authorities of the Federal Reserve, 
OCC, OTS, and FDIC would be joined in a single entity. It even 
had a name: the Financial Institutions Regulatory Authority. 

There was strong agreement at that time that the current regu- 
lators had failed and radical reform was needed. Also agreed was 
to elevate consumer protection to equal status with prudential reg- 
ulation. I proposed at that time giving the Consumer Protection Di- 
vision equal access to Congress and to provide it with dedicated 
funding. We even agreed to permit nonbanks to be supervised and 
subject to enforcement. 

By any measure, the Republicans were willing to meet our Demo- 
cratic colleagues and the Administration more than halfway on a 
number of issues, including consumer protection. Any hope for a bi- 
partisan agreement evaporated when the word came down from the 
Administration that it was going to be their way or the highway. 

A similar dynamic was at work in the Agriculture Committee 
where Senators Chambliss and Lincoln had agreed on a bipartisan 
derivatives title until the former Senator from Arkansas was told 
that there was not going to be any compromise. 

Secretary Geithner also wrote, and I will quote: 
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Senior Republican negotiators on the Senate Banking Committee were un- 
able or unwilling to define a core set of reforms they could support. 

Mr. Chairman, the first thing the Republican Members of this 
Committee did was to draft a set of core principles to guide our 
consideration of regulatory reform. I have a copy of that in my 
hand. I would like for it to be made part of the record here. 

These principles that I reference would address all of the major 
issues, including systemic risk regulation, prudential regulation, 
consumer protection, and derivatives regulation. 

Also, Republicans filed hundreds of amendments based on this 
core set of reform principles, and prior to the bill’s markup, we 
were informed, however, that not a single amendment would re- 
ceive any Democratic support. Once again, it was their way or the 
highway. 

Secretary Geithner also wrote in his op-ed piece, and I will quote: 
“We have already turned a profit on the TARP investments made 
in banks.” However, as I have said in the past, claims of TARP’s 
profitability are premature at best. Many financial institutions 
have yet to fully repay their TARP funds, and the taxpayer will 
still likely take losses on TARP’s housing and auto bailout pro- 
grams. Moreover, TARP used taxpayer dollars for very risky invest- 
ments. 

A proper evaluation of the returns on any investment must ap- 
propriately adjust for risk. I believe such an evaluation would show 
that taxpayers were not adequately compensated for the large risk 
the Administration took with their money. In addition, what mat- 
ters most is TARP’s negative long-term impact on the overall econ- 
omy, which will dwarf any so-called profit. On that basis, TARP’s 
record has not been good for American families. 

Since TARP was enacted, the unemployment rate has reached 
and stayed at record levels. Lending remains stagnant and millions 
of Americans continue to face foreclosure. Secretary Geithner took 
credit for the banking regulators having forced the largest financial 
institutions to increase their capital basis “as the most important 
step toward diminishing the risk of future crises.” 

For years, I have been arguing — and other Republicans here 
have, too — that capital standards have been inadequate. While 
some bank regulators, such as former FDIC Chairman Sheila Bair, 
actively sought to increase bank capital standards, others remained 
on the sideline right here. 

One of the regulators who did nothing to improve bank capital 
standards before the last crisis was the President of the Federal 
Bank of New York. The New York Fed’s supervisory responsibil- 
ities include the largest financial institutions that received the 
largest TARP bailouts during the crisis. Who was the New York 
Fed President who failed to oversee our largest banks and then 
presided over the TARP bailouts? None other than our current 
Treasury Secretary. 

Secretary Geithner further wrote that the regulators have out- 
lined major elements of reforms to bring oversight, transparency, 
and greater stability to the $600 trillion derivatives market. 

Republicans offered a derivatives substitute amendment that ac- 
complished all of these goals while preserving Main Street’s ability 
to hedge their business risk. Main Street businesses had nothing 
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to do with the financial crisis. Nevertheless, Dodd-Frank will im- 
pose huge costs on them at a time when they can least afford it. 
The Secretary failed to mention that fact. 

Secretary Geithner also said that the Obama administration has 
started the process of “winding down Fannie Mae and Freddie 
Mac.” Can you believe it? However, Fannie and Freddie’s market 
share is actually increasing. They now account for 75 percent of all 
mortgage-backed securities that were issued. In fact, with other 
Government programs included, the Federal Government now con- 
trols 97 percent of the market. Meanwhile, housing finance reform 
has not even begun in the Congress. 

Secretary Geithner claims that success will “depend on making 
sure that we can write sensible rules that promote the health of 
the broader economy instead of the interests of individual firms. 
However, politically connected unions and other special interest 
groups were among the bigger winners under Dodd-Frank. The Act 
contains an assortment of new corporate governance and executive 
compensation requirements that harm shareholders by empowering 
special interests in the board room and encouraging short-term 
thinking by managers. 

Fifty years ago. President Dwight D. Eisenhower famously ad- 
monished us all “to guard against the acquisition of unwarranted 
infiuence by the defense industry and the Pentagon.” I am afraid, 
however, Mr. Chairman, that his words have gone unheeded in this 
context in that the only thing Dodd-Frank has truly accomplished 
is the creation of a financial regulatory analog to the military-in- 
dustrial complex. 

Dodd-Frank has created a cottage industry for Wall Street law- 
yers and special interest lobbyists. It has turned the financial regu- 
latory landscape into a nightmare. 

Secretary Geithner also claims that Republicans are blocking 
nominations “so that they can ultimately kill reform.” However, 
Senate Republicans have been clear that the structure of the Bu- 
reau of Consumer Financial Protection needs to be properly re- 
formed before we consider any nominee to lead it. 

We have urged President Obama to adopt three specific reforms: 

First, establish a board of directors to oversee the Bureau. Diver- 
sifying the leadership of this untested and very powerful fledgling 
bureaucracy would ensure the consideration of multiple viewpoints 
in the Bureau’s decisionmaking process. 

Second, subject the Bureau to the appropriations process to en- 
sure that the Bureau has an effective oversight and does not en- 
gage in wasteful or inappropriate spending. 

Third, establish a safety and soundness check for the prudential 
regulators. After all, one of the best consumer protections is a safe 
and a sound bank. 

Finally, I believe that the most disturbing claim made by the 
Secretary is that Republicans formed “the forces of opposition to re- 
form.” This statement reflects the unfortunate view that anyone 
who does not support their idea of reform must be against any re- 
form. That is nonsense. 

As I have explained and reiterated many times, there were nu- 
merous areas where Republicans and Democrats could have easily 
reached an agreement. Unfortunately, the Administration decided 
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early on that there would be no compromise. The result was the 
bill that this hearing purports to celebrate. 

I do not believe, Mr. Chairman, that the American people are in 
the mood to celebrate yet. 

Thank you. 

Chairman JOHNSON. Representative Frank, I welcome you to the 
Senate Banking Committee today. As one of the architects of the 
Wall Street reform bill, I want to thank you again for all your hard 
work in ushering this legislation through Congress. I know that 
you have to get back to manage a bill on the House floor, so please 
begin. 

STATEMENT OF BARNEY FRANK, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF MASSACHUSETTS 

Mr. Frank. Thank you, Mr. Chairman, and I am glad to be here 
in this spirit of bipartisanship, and I say that because I was struck 
by the very bipartisan tone of the Ranking Member’s statement. 
For example, he was extremely critical of the Bush administration. 
I might not have anticipated that. But I say that because, as Mem- 
bers will remember, it was in the fall of 2008 that we were sum- 
moned by Secretary Paulson and then-Chairman Bernanke, two 
Bush appointees, and asked to do the TARP. And, in fact, it was 
a bipartisan response to that. 

The gentleman from Alabama was very critical of the TARP. I 
think he is unfair to the Bush administration in that regard, but 
I do appreciate the bipartisan nature of his criticism. 

I would note he said Secretary Geithner said they made a profit 
on the loan to the banks, and he rebutted that with reference to 
the automobiles and the foreclosures. Well, that does not rebut the 
statement. He very carefully said it was from the banks. It is true 
we have not yet recovered the money from the automobiles. What 
we have instead is a thriving American automobile industry, GM 
and Chrysler, which I think would not have happened if we had 
not intervened. And I would note that Ford, which was not seeking 
any of the funds, actively supported that for fear that if both Gen- 
eral Motors and Chrysler had gone bankrupt and were not as- 
sisted, the supply chain would have disappeared. 

So at a time when we all talk about enhancing manufacturing in 
America, that was, I think, the single biggest thing that we did. 

Second, I would have to say, though, that the gentleman from 
Alabama’s description of the legislative process does not cover what 
went on in the House. As for the Senate, I know there was some 
discussion between him and the Senator from Tennessee, and I was 
not privy to them. But it certainly was not a case where the Ad- 
ministration told us to go forward. 

On the Consumer Bureau, I was one of the ones who said no. 
The solution that he talked about — namely, elevating the status 
bureaucratically of a consumer protection function within an entity 
that is primarily a bank regulator — would not work. There is a 
qualitative difference between having an independent consumer 
regulatory and having it as one of the things bank regulators do, 
because the histoiy was clear that bank regulators did not do it. 

In fact, interestingly, the largest single chunk of authority to pro- 
tect consumers that existed before this law was passed was at the 
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Federal Reserve, and when we questioned the Federal Reserve, 
they had had very little to do with things. 

I would note again, by the way — I was struck when the Senator 
from Alabama talked about it — that he appeared to think that Mr. 
Geithner was more important in the Bush administration than any 
of the Presidential appointees. Yes, he was President of the Federal 
Reserve. He served under Ben Bernanke, who was the appointee 
of President Bush to be Chairman of the Council of Economic Ad- 
visers and then of the Federal Reserve, and he worked with Sec- 
retary Paulson. So once again, I think if there is criticism, it goes 
to all of them. 

But to return to the Consumer Bureau, I do think it is important 
that it be independent, that it not be a second thought from the 
bank regulators, whether it was just one bank regulator or indi- 
vidual bank regulators. And I believe that makes a great deal of 
sense to give the consumer — the gentleman says let us give them 
equal status. The only way you do that is to make them an equal 
entity, not subject to others. 

As to the bill itself, it had a common theme. One of the criticisms 
we heard was that the bill was too big. Well, I am sorry that we 
apparently exceeded the attention span of some Members of Con- 
gress, but I guess they could wait for the movie. Maybe it will be 
coming forward. But the fact is that we are dealing with an inter- 
connected system, and to have dealt piecemeal with an inter- 
connected system would not have been a good idea. And there was 
a central theme there. The theme was this: that by sources of li- 
quidity outside the banking system and by increased information 
technology, people in the financial industry had figured out a way 
to engage in lending while appearing to escape the burden of risk; 
and they appeared to be able to avoid risk themselves. 

Of course, this did not go away. It accumulated elsewhere in the 
system, and it exploded on all of us. So what we have done is to 
basically make people be responsible for their risk. And I would say 
here one very important issue that has come up — and I differ with 
some of my friends on the liberal side here — is the question of risk 
retention. I would urge people to look at Michael Lewis’ book “The 
Big Short.” When people make loans and have no responsibility for 
whether or not they are repaid, they will not be as prudent. And 
that is a market incentive. The alternative that I have been told — 
and this is ironic — ^by some of my friends in the banking industry 
is, oh, no, the regulators will be able to tell you what is a good loan 
and what is not. No, we are on the market side here. I do not want 
to depend on the regulators to be able to look at all these loans. 
Yes, we have banned the worst kind of loans, but there are still 
going to be loans that could be made, properly or not. And the 
choice is: Do you rely solely on the discretion of the regulators to 
supervise all those loans? Or do you build a market incentive in 
with risk retention? And I am told, well, then, we will not have the 
loans made. 

Well, if that is the case, I have a question, because 
securitization — I went back. There was testimony by Lew Ranieri 
before this very Committee in which he talked about securitization 
taking off. That was in 1986. So I do have this question: If 
securitization without risk retention — which is not going to rival 
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taxation without representation as a slogan for the ages. But 
securitization without risk retention, if that is necessary for there 
to be a housing market, what were people living in before 1986? 
Were there no loans made before 1986? 

This notion that people have got to be able to avoid risk is a 
great mistake, and I am for an exception for those loans that are 
very solid. But I think the notion that risk retention is somehow 
an impediment is a great mistake. 

The insurance industry, of course — and that is where we bor- 
rowed the concept — follows it. You cannot get reinsurance without 
some risk retention. And I think that some of my friends are falling 
into that trap once again. 

As to derivatives, the law does not mandate any requirement 
that affects people who are the users of the commodity in question. 
It gives full discretion to the regulators to make differences and to, 
in fact, focus on the kind of transactions that AIG engaged in with 
other financial institutions, not with end users. 

And I would add to this — and there may be a debate on this. One 
of these things I want to address here — and then if you want me 
to answer questions, I can do that. But one of the things we have 
done is to empower the CFTC — and if it gets the funding, then it 
would be able to do this — to deal with speculation. Now, there is 
a legitimate economic argument about whether or not speculation 
does, in fact, affect prices, and I think it is probably the case that 
30 years ago it may not have done so so much. What has happened, 
however, in the interim is there is a greatly increased amount of 
liquidity and very great sophistication in information technology. 
As somebody pointed out, if you look at the charts, individual com- 
modities used to move in different directions. It tends to be more 
of a uniform — they used to move in the same direction. Now it is 
more individualized. 

There is a consensus now from Goldman Sachs, from Wilbur 
Ross, an investor, from people in the home heating oil business, 
from gasoline distributors, and from the facts that speculation does 
add something to the price of oil. One of the big issues here is this: 
Will the Commodity Futures Trading Commission be allowed to ex- 
ercise the powers we have given it to put limits on people who are 
not end users so that we are not trying to — what we are saying, 
if you are somebody who never goes near a barrel of oil, in fact, 
you are probably somebody who does not go near oil at all because 
you have got somebody else to pump your gas for you, your chauf- 
feur, maybe. If you are in that category, we want to limit the 
amount you can buy because we see that — we are told billions of 
dollars will be lost if they cannot trade in the financial area. Well, 
where do those billions of dollars come from? They did not come 
from the sky. They get added to the price. 

So those are two areas, whether or not we can deal with specula- 
tion and what we do about risk retention, where I intend to keep 
pressing. 

The further point I would make is this, and it has to do with the 
funding. I have talked to some business people, one of the leading 
business people of Boston in my office just last week. I understand 
people who think we have too much regulation, but I think the 
analog here is to the pharmaceutical industry where the major 
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pharmaceutical companies might not like some of what the FDA 
has, but they have worked to provide the FDA with enough money 
to carry it out. You might think that less regulation would be bet- 
ter, but clearly the worst of all worlds is to have regulations on the 
books and have regulatory authorities that are not able to deal 
with them appropriately. They cannot hire the right people and 
have the right information technology. 

So this nickel-and-diming the SEC and the CFTC I think does 
grave harm, and it is, of course, a Catch-22 to complain that they 
are not moving appropriately with the rules but then deny them 
the funding to do it. And I have to say this: For people who are 
prepared to have America stay in Iraq for a couple more years — 
and I was encouraged when my colleague from Alabama talked 
about the military-industrial complex. Let us work on cutting them 
down, too, to help. But when people tell me they want to stay in 
Iraq over the Bush administration decision to get out, and, of 
course, the billions and billions, but we cannot find $150 million for 
the CFTC, I am not impressed. And let us be clear with the SEC 
that that is an area where there is no taxpayer money. 

Finally, I do want to talk about Fannie Mae and Freddie Mac. 
I have to say here — let me be a little partisan. I am impressed with 
the on-again, off-again nature of this with my colleagues in the 
House. I do not here address the Senate. My Republican colleagues 
in the House talk very tough about Fannie Mae and Freddie Mac 
when they are in the minority. But when they are in the majority, 
something happens. They are affected by a strange kind of paral- 
ysis that comes with responsibility. I say that because last year, 
when we dealt with this bill in conference, the Republicans in the 
House offered the Hensarling bill, a total abolition of Fannie Mae 
and Freddie Mac, with no particular attention to its succession, as 
an amendment. We said no, we said it was not germane. 

We are now almost 7 months into this session with the Repub- 
licans in the majority. Mr. Hensarling is a member of the majority. 
He is a subcommittee chairman. They have not offered it. In fact, 
we had a discussion about some smaller bills to deal with this, 
which the Wall Street Journal said was a poor way to do it, and 
here is what Mr. Bachus said: “I speak for all members of all the 
subcommittee chairs. We would like a comprehensive bill.” This is 
on Fannie Mae and Freddie Mac. “Now, can we get a comprehen- 
sive bill? I do not know. I do not think so.” 

So the Republicans in power in the House are much less certain. 
The gentleman from Alabama said where are we. Well, I do not 
know. Ask your colleague from Alabama on the next plane ride 
home. 

And I will say this. Somewhat embarrassed by this failure of 
memory once he became the majority. The gentleman from Ala- 
bama blamed the Obama administration, and this is really extraor- 
dinary, and I will close with this. Of all the issues in all the 
world — I feel like Humphrey Bogart in “Casablanca.” Of all the 
issues in all the world, when it comes to Fannie Mae and Freddie 
Mac, the Republicans in the House cannot proceed without Obama. 
Why haven’t we seen one? Because Obama will not let them do it. 
I suppose a more recent entertainment analogy is, for those who 
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remember, Flip Wilson, which the Republicans in the House are 
Geraldine, and Obama is the devil who will not let them do it. 

The Chairman said, inaccurately — I am sure he misunderstood — 
that he was asked by the Obama administration to wait. I have 
checked with the Secretary of the Treasury. I have checked with 
HUD. I have checked with the Administration. He misunderstood 
them. No one in the Obama administration has asked him to wait, 
and the notion that they cannot proceed on Fannie and Freddie, 
that they have said “May I?” to the Obama administration and 
they have not gotten permission — I have a rule that I try to follow 
myself I would advise this to my Republican colleagues here. No 
matter how tight the corner you are in because of problems, try to 
avoid saying something that no one will believe. It is not going to 
help you. The notion that they are not acting on Fannie and 
Freddie — oh, the gentleman from New Jersey, Mr. Garrett, said 
that it is not a simple problem, that is why they cannot act. 

So here is the deal. The Republicans in the House, here is why 
we are not acting on Fannie and Freddie. They have the 
Hensarling bill, which is opposed by everybody who deals with the 
housing market, who want to get the private market back in — the 
realtors, the mortgage bankers, the Financial Services Roundtable, 
the American Bankers Association, the home builders. That collec- 
tion of radicals all disagree with the Hensarling plan, all think you 
will have to have a more comprehensive approach for what hap- 
pens afterwards. But the Republicans have this problem in the 
House. Their ideology and reality are having a heck of a fight, and 
it is a draw right now. Ideologically, they are committed to the 
Hensarling bill, but everybody who cares about housing says, “Do 
not do that.” 

So Mr. Bachus then says, “OK, I cannot do anything until the 
Obama administration lets me.” That is not plausible, and I agree 
with the gentleman — I would say this, by the way. The only time 
since 1992 that the Congress has acted on Fannie Mae and Freddie 
Mac was in 2007 and 2008 when I was the Chairman and Mr. 
Dodd was the Chairman, and we got together a bill at the request 
of Secretary Paulson, which President Bush signed, which gave 
Secretary Paulson the authority to put Fannie and Freddie into 
conservatorship, which he did. And while there were serious prob- 
lems before and we have to deal with this, in the current situation 
I agree with Mr. Shelby. They have too much of the market. But 
at least it is not the kind of cost on us that it was before. Fannie 
and Freddie today are behaving in a much more responsible fash- 
ion because we gave them the power to do that, and I think that 
was bipartisan at the time in 2008, and Secretary Paulson acted 
on it. 

Mr. Chairman, I appreciate this opportunity. 

Chairman Johnson. Thank you again. Representative Frank, for 
coming over here today. I know you need to get back to the House. 
Senator Shelby has a couple 

Mr. Frank. I do feel at home here. I counted nine of my former 
colleagues up here, so I did not feel entirely isolated. Oh, 10. 

Chairman JOHNSON. Senator Shelby has a couple very quick 

Senator Shelby. A few observations. I know Congressman Frank 
and I have sparred over the years on different issues, agreed on 
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some. Some. I do agree with Congressman Frank that there is a 
heck of a lot of difference between managing risk and speculation. 
And I think we all agree on that. That speculation will cause peo- 
ple to get in trouble. Managing risk will help people, and we have 
got to recognize the difference. 

Mr. Frank. Agreed. 

Senator Shelby. As far as Fannie Mae and Freddie Mac, the 
Congressman knows when we were in control here — I was the 
Chairman of this Committee — we pushed hard — hard — for a reform 
of Fannie and Freddie. We got it out of the Committee. We pushed 
it hard. We will continue to do that. I do not know what is going 
on in the House. As he knows, it has been 25 years since I was 
there. But I can tell you, we hope, working with Chairman John- 
son, that sooner or later — the sooner the better — that we can do 
something comprehensive, something substantive dealing with 
Fannie and Freddie because they continue to hemorrhage. 

Mr. Frank. I welcome that. 

Senator Shelby. Yet we all recognize they are the only game in 
town right now as far as 

Mr. Frank. Could I say. Senator? I agree with — first of all, two 
things. As you remember — and I remember that in 2005 and 2006 
doing a bill. But as I remember, your major opponent at that point 
was my Republican Chairman, Mr. Oxley. He had a very different 
bill, and there was a dispute. Mr. Oxley 

Senator Shelby. I think he had a weaker bill. 

Mr. Frank. Right. In fact, Mr. Oxley 

Senator Shelby. You must have helped him with it. 

Mr. Frank. No, I 

[Laughter.] 

Mr. Frank. The notion that — actually, Mr. DeLay was calling the 
shots then. You know, I wanted to deal with this. People have said, 
well, I was blocking it. I was in the minority. Tom DeLay was a 
major factor in the House, and if Tom DeLay was really susceptible 
to my suggestions, we would not have gone to war in Iraq, and he 
would not have gone on the dance show. 

[Laughter.] 

Mr. Frank. I have to say that he was not someone who listened 
to me. But I hope we can move ahead on Fannie Mae and Freddie 
Mac, but I will say that was when the Republicans were in power 
and there was an intercameral dispute. But we did work together 
in 2008. We had cooperation. And the only thing I would say to 
amend your statement is I think we stopped the hemorrhaging. 
There is still a problem. It is still too much of the market. But if 
you look at the people that President Bush put in power and since, 
they will tell you that the problem that we are facing is losses in- 
curred before it went into conservatorship. Since then, it has been 
running in a much more conservative and responsible fashion, but 
we still need to fix it. 

Chairman JOHNSON. I will now call up our second panel of wit- 
nesses today. 

[Laughter.] 

Mr. Frank. Thank you. 
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Chairman Johnson. I want to welcome our witnesses back to the 
Banking Committee and I will keep the introductions brief. Second 
panel, please come forward. 

[Pause.] 

Chairman JOHNSON. I will keep the introductions brief. 

The Honorable Neal S. Wolin is Deputy Secretary of the U.S. De- 
partment of the Treasury. 

The Honorable Ben S. Bernanke is currently serving his second 
term as Chairman of the Board of Governors of the Federal Re- 
serve System. 

The Honorable Mary Schapiro is Chairman of the U.S. Securities 
and Exchange Commission. 

The Honorable Gary Gensler is the Chairman of the Commod- 
ities Futures Trading Commission. 

The Honorable Marty Gruenberg is the new Acting Chair of the 
Federal Deposit Insurance Corporation. As a former Senate Bank- 
ing Committee server, I also welcome you back to a very familiar 
Senate committee room. 

Mr. John Walsh is Acting Comptroller of the Currency of the Of- 
fice of the Comptroller of the Currency. 

I thank all of you again for being here today. I would like to ask 
the witnesses to please keep your remarks to 5 minutes. Your full 
written statements will be included in the hearing record. 

Secretary Wolin, you may begin your testimony. 

STATEMENT OF NEAL S. WOLIN, DEPUTY SECRETARY, 
DEPARTMENT OF THE TREASURY 

Mr. Wolin. Chairman Johnson, Ranking Member Shelby, Mem- 
bers of the Committee, I appreciate the opportunity to appear be- 
fore the Committee. One year ago today, the President signed into 
law a comprehensive set of reforms to the financial system, reforms 
which are essential to making our economy stronger and more re- 
silient. 

Those reforms were enacted in the wake of the most devastating 
financial crisis since the Great Depression. 

In the depths of the crisis, the economy lost an average of 
800,000 jobs per month. American families saw $5 trillion of house- 
hold wealth erased in the last 3 months of 2008. Credit was frozen. 
Financial markets were barely functioning. 

The Administration and its predecessors put in place a com- 
prehensive strategy to repair the financial system. As a result of 
that strategy, the U.S. financial system today is stronger, more sta- 
ble, and better able to fuel growth and create jobs. 

But in order to protect our economy and create the conditions for 
long-term prosperity, we needed to put in place comprehensive re- 
form of the financial system. 

That is why we proposed. Congress passed, and the President 
signed into law a sweeping set of reforms. 

The Dodd-Frank Wall Street Reform and Consumer Protection 
Act made important and fundamental changes to the structure of 
the U.S. financial system to strengthen safeguards for consumers 
and investors and to provide better tools for limiting risk in the 
major financial institutions and the financial markets. The core ele- 
ments of the law were designed to build a stronger, more resilient 
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financial system, less vulnerable to crisis, more efficient in allo- 
cating financial resources, and less susceptible to fraud and abuse. 

These reforms were responsive to the many weaknesses that to- 
gether nearly brought our financial system to collapse. They in- 
clude: tougher constraints on excessive risk taking and leverage 
across the financial system, stronger consumer protection, com- 
prehensive oversight of derivatives, and a new orderly liquidation 
authority to wind down a failing financial firm in a manner that 
protects taxpayers and the broader economy. 

The statute created three new institutions that fall within Treas- 
ury’s implementation responsibility: The Financial Stability Over- 
sight Council, to identify, monitor, and respond to threats across 
the financial system; the Office of Financial Research, to enhance 
the quality and analysis of financial data available to policymakers 
and the public; and the Consumer Financial Protection Bureau, to 
help consumers make informed financial decisions and to protect 
them from abuses in the marketplace. 

We are far along in standing up these institutions and they have 
each begun to play their critical roles. 

As we move forward, we must continue to move quickly but care- 
fully, taking the time we need to get things right. We must make 
sure our efforts are coordinated. We must make sure to take care 
to regulate firms in a manner appropriate to the risk they pose to 
the financial system. We must be sure to work to improve the effi- 
ciency and effectiveness of financial regulation as we write a new 
set of rules. We must work with our international partners to cre- 
ate a level playing field with a set of high global standards. And 
we must make sure regulators have the funding they need to do 
their jobs. 

A year ago, in the wake of a catastrophic financial crisis, Dodd- 
Frank was enacted to reform our financial system. These reforms 
were an obligation, not a choice. Without them, we could not build 
the financial system we need, a financial system with the stability 
and the resilience necessary to support our economy and to protect 
it in times of stress. 

Thank you, Mr. Chairman. 

Chairman JOHNSON. Thank you. Secretary Wolin. 

Chairman Bernanke. 

STATEMENT OF BEN S. BERNANKE, CHAIRMAN, BOARD OF 
GOVERNORS OF THE FEDERAL RESERVE SYSTEM 

Mr. Bernanke. Thank you, Mr. Chairman, Ranking Member, for 
this opportunity to testify on the first anniversary of the Dodd- 
Frank Act. 

On this anniversary, it is worth reminding ourselves of why Con- 
gress passed the sweeping financial reforms a year ago. The finan- 
cial crisis of 2008-2009 was unprecedented in its scope and sever- 
ity. Some of the world’s largest financial firms collapsed or nearly 
did so, sending shock waves through the highly interconnected 
global financial system. Critical financial markets came under 
enormous stress. Asset prices fell sharply and flows of credit to 
American families and businesses were disrupted. The crisis, in 
turn, wreaked havoc on the U.S. and global economies, causing 
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sharp declines in production and trade and putting millions out of 
work. 

Extraordinary actions by authorities around the world helped 
stabilize the situation, but nearly 3 years later, the recovery from 
the crisis in the United States and in many other countries re- 
mains far from complete. 

In response to the crisis, we have seen a comprehensive rethink- 
ing and reform of financial regulation, both in the U.S. and around 
the world. Among the core objectives of both the Dodd-Frank Act 
and the global regulatory reform effort are, first, enhancing regu- 
lators’ ability to monitor and address threats to financial stability. 
Second, strengthening both the prudential oversight and resolv- 
ability of Systemically Important Financial Institutions, known as 
SIFIs. And third, improving the capacity of financial markets and 
infrastructures to absorb shocks. 

First, to help regulators better anticipate and prepare for threats 
to financial stability, legislatures in both the United States and 
other developed economies have instructed central banks and regu- 
latory agencies to adopt what has been called a macroprudential 
approach to supervision and regulation. That is an approach that 
supplements traditional supervision and regulation of individual 
firms or markets with explicit consideration of threats to the sta- 
bility of the financial system as a whole. 

As you know, the Dodd-Frank Act created a council of regulators, 
the so-called FSOC, to coordinate efforts to identify and mitigate 
threats to U.S. financial stability across a range of institutions and 
markets. The Council’s monitoring efforts are well underway, and 
this new organization has contributed to what has been a very 
positive atmosphere of consultation and coordination among its 
member agencies. 

The Council is also moving forward with its rulemaking respon- 
sibilities, including rules under which it will be able to designate 
systemically important nonbank financial institutions and financial 
market utilities for additional supervisory oversight, including by 
the Federal Reserve. 

For its part, the Fed has also made organizational changes to 
promote a macroprudential approach to regulation. Among these 
changes is the establishment of high-level multi-disciplinary work- 
ing groups to oversee the supervision of large complex banking 
firms and financial market utilities, with a strong focus on the de- 
velopment side of implication for financial stability. We have also 
created an Office of Financial Stability Policy and Research to help 
coordinate our efforts to identify and analyze potential risk to the 
broader financial system and to serve as liaison with the Council. 

The second major objective of financial reform is to mitigate the 
threats to financial stability posed by the too-big-to-fail problem. 
Here, the Dodd-Frank Act takes a two-pronged approach. The first 
prong empowers the Fed to reduce the SIFIs’ probability of failure 
through tougher prudential regulations and supervision, including 
enhanced risk-based capital and leverage requirements, liquidity 
requirements, single counterparty credit limits, stress testing, an 
early remediation regime, and activities restrictions. The Federal 
Reserve and other agencies face the ongoing challenge of aligning 
domestic regulations with international agreements, including the 
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Basel III requirements for globally active banks. These efforts are 
going well. In particular, the Federal Reserve expects to issue pro- 
posed rules on the oversight of SIFIs later this summer, and work- 
ing with other banking agencies, we are on schedule to implement 
Basel III. 

Ending too-big-to-fail also requires allowing a SIFI to fail if it 
cannot meet its obligations and to do so without inflicting serious 
damage on the broader financial system. Thus, the second prong of 
the Dodd-Frank Act’s effort to end too-big-to-fail empowers the Fed 
and the FDIC to reduce the effect on the system in the events of 
a SIFFs failure through tools such as the new orderly liquidation 
authority and improved resolution planning by firms and super- 
visors. In particular, the Federal Reserve is working with the FDIC 
to require SIFIs to better prepare for their own resolution by 
adopting so-called living wills. A joint final rule on living wills is 
expected later this summer. 

Reducing the likelihood of a severe financial crisis also requires 
strengthening the resilience of our financial markets and infra- 
structure, a third major objective of the Dodd-Frank Act. Toward 
that end, provisions of the Act improve the transparency and sta- 
bility of the over-the-counter derivatives markets and strengthen 
the oversight of financial market utilities and other critical parts 
of our financial infrastructure. We and our colleagues at the SEC, 
the CFTC, and other agencies are moving this work forward in con- 
sultation with appropriate foreign regulators and international bod- 
ies. The U.S. agencies are also worlong together to address struc- 
tural weaknesses in areas not specifically addressed by the Dodd- 
Frank Act, such as the tri-party repo market and the money mar- 
ket mutual fund industry. 

To be sure, any sweeping reform comes with costs and uncertain- 
ties. In implementing the statute, the Federal Reserve is com- 
mitted to the promulgation of rules that are economically sensible, 
appropriately weigh costs and benefits, protect smaller community 
institutions, and most important, promote the sound extension of 
credit in the service of economic growth and development. 

A full transition to the new system will require much more work 
by both the public and private sectors, and no doubt, we will learn 
lessons along the way. However, as we work together to implement 
financial reform, we must not lose sight of the reason that we 
began this process, which is ensuring that events like those of 2008 
and 2009 are not repeated. Our long-term economic health requires 
that we do everything possible to achieve that goal. Thank you. 

Chairman JOHNSON. Thank you. Chairman Bernanke. 

Chairman SCHAPIRO. 

STATEMENT OF MARY L. SCHAPIRO, CHAIRMAN, SECURITIES 
AND EXCHANGE COMMISSION 

Ms. SCHAPIRO. Chairman Johnson, Ranking Member Shelby, and 
Members of the Committee, thank you for inviting me to testify on 
the occasion of the 1-year anniversary of the Dodd-Frank Act. Fol- 
lowing the biggest financial crisis since the Great Depression, Con- 
gress passed legislation that is already reshaping the U.S. regu- 
latory landscape, reducing systemic risk, and helping to restore 
confidence in the financial system. 
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At the SEC, we were given broad new investor protection and 
market integrity responsibilities, and in the past year, we have 
made significant progress in our efforts to meet them. Already, we 
have proposed or adopted rules for about three-fourths, or about 
70, of the mandatory rulemaking provisions we were assigned. In 
addition, we have finalized 10 studies and reports that the Act re- 
quired us to complete. 

In my prior testimony before this Committee, I outlined our ef- 
forts to establish a process to help us not only get the rules done, 
but get them done right. Among our efforts, we created internal 
cross-disciplinary working groups to coordinate the rulemaking 
process and facilitate our action. We increased transparency and 
aggressively sought input from the public. We forged and strength- 
ened collaborative relationships with other Federal and State regu- 
lators and our international counterparts. We engaged in a sub- 
stantial outreach effort, participated in scores of interagency and 
working group meetings, conducted public roundtables, met with 
hundreds of interested groups and individuals, including investors, 
academics, and industry participants, and received, reviewed, and 
considered thousands of public comments. 

All of these efforts, in addition to Congressional input and robust 
Commission debate, are helping us write rules that effectively pro- 
tect investors and the financial system without imposing undue 
burdens on market participants. While some feel we are moving too 
quickly and others feel we are not moving rapidly enough, I believe 
we are proceeding at a pace that ensures that we will get the rules 
right. 

My written statement illustrates the breadth and complexity of 
the rulemaking activities that have engaged the SEC for the past 
year — activities that range from hedge fund registration to the obli- 
gations of investment advisors and broker-dealers, to implementa- 
tion of the new whistleblower program. Other priorities include 
completing the specialized disclosure rules called for in the Act, 
continuing to establish a new oversight regime for the over-the- 
counter derivatives market, strengthening oversight of credit rating 
agencies, increasing oversight of systemically important financial 
market utilities, putting in place new oversight for municipal advi- 
sors, implementing the Act’s corporate governance and executive 
compensation requirements, engaging our foreign counterparts in 
detailed discussions aimed at limiting the potential for regulatory 
arbitrage, and making effective use of the Act’s enhanced enforce- 
ment powers to address wrongdoing. 

While the SEC has made tremendous progress over the past 
year, the provisions of the Dodd-Frank Act vastly expand the SEC’s 
responsibilities and will require significant additional resources to 
fully implement the law. To date, the SEC has proceeded with the 
first stages of implementation without additional funding, taking 
staff from other responsibilities and working without sufficient in- 
vestments in areas such as information technology. While it is, of 
course, incumbent upon us to use our existing resources efficiently, 
the new responsibilities assigned to us are so significant that they 
cannot be achieved solely by wringing efficiencies out of the exist- 
ing budget. Attempting to do so will hamper our ability to meet 
both new and existing responsibilities. 
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If the SEC does not receive additional resources, circumstances 
that contributed to the financial crisis will not be adequately ad- 
dressed as the SEC will not be able to build out the technology and 
hire the expertise needed to oversee and police these new areas of 
responsibility. 

I would note that the Dodd-Frank Act requires the SEC to collect 
transaction fees to offset the annual appropriation of the agency. 
So regardless of the amount appropriated to the SEC, because it 
will be fully offset by fees that we collect, it will have no impact 
on the nation’s budget deficit. 

Though the SEC’s efforts to implement the Dodd-Frank Act have 
been extensive, we know our work continues. Thank you for invit- 
ing me to share with you our progress to date and our plans going 
forward. I look forward to answering your questions. 

Chairman JOHNSON. Thank you. Chairman Schapiro. 

Chairman Gensler. 

STATEMENT OF GARY GENSLER, CHAIRMAN, COMMODITY 
FUTURES TRADING COMMISSION 

Mr. Gensler. Good morning. Chairman Johnson, Ranking Mem- 
ber Shelby, and Members of this Committee. I thank you for invit- 
ing me here to testify today and I am pleased to testify on behalf 
of the Commodities Futures Trading Commission. 

On this anniversary, it is important to remember why the law’s 
derivatives reforms were so necessary. When AIG and Lehman 
Brothers failed, we all paid the price. All of your constituents paid 
the price. And what is more, the effects of the crisis continue to be 
very real, with significant uncertainty in the economy and millions 
of Americans still out of work. 

And though the crisis had many causes, it is clear that the de- 
rivatives or swaps marketplace played a central role. Swaps added 
leverage to the financial system, with more risk being backed by 
less capital. They contributed, particularly through the product 
called credit default swaps, to a bubble in the housing market and 
I believe helped accelerate problems as we went into that crisis. 

And they also contributed to a system where large financial insti- 
tutions, once just thought too-big-to-fail, were all of the sudden — 
this new phrase — too interconnected to be allowed to fail. So swaps, 
which are still to this day so important in helping manage and 
lower risk for thousands of end users in this economy, also in that 
moment of crisis concentrated and heightened risk in the financial 
system and thus to the public. 

So what did Dodd-Frank do to address this? First, the Dodd- 
Frank Act broadened the scope of the oversights of the CFTC and 
SEC for the first time to cover swaps and securities-based swaps. 

Second, the Act promotes market transparency, something that 
has worked in the securities and futures markets since the 1930s, 
and that is through real-time reporting of transactions and bring- 
ing those transactions that can to a centralized place called swap 
execution facilities. Economists for decades have found that trans- 
parency reduces cost to users of the markets. 

Third, the Act lowered risk to the public and the overall economy 
by directly regulating the dealers and moving that which we can 
to central clearing. 
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Fourth, the Act provides important new enforcement authorities 
and reporting requirements so that regulators themselves, the 
CFTC and SEC, can better police the markets for fraud, manipula- 
tion, and other abuses. In fact, this month, the Commission final- 
ized a rule on anti-manipulation which is very similar to what the 
SEC has had for decades, and we think it will help. 

And fifth, I note that the Ranking Member Shelby and Ranking 
Member Frank had a discussion about speculation. Congress actu- 
ally mandated that the CFTC set aggregate position limits for 
physical commodities, expanding the scope to certain swaps and 
linked contracts. 

So the CFTC is working along with other regulators, particularly 
the SEC, deliberately, efficiently, and transparently to write rules 
to implement these and other provisions of the Act. This spring, we 
substantially completed the proposal phase of rulemaking, and 
then we provided the public an extra 30 days to look at the whole 
mosaic at once. And now the staff and Commissioners have turned 
toward final rules, approving eight so far. We anticipate taking up 
in August rules with regard to swap data repositories, in Sep- 
tember, clearing, position limits, and others, October, and we will 
be moving forward continuing to finalize rules. 

But as we finalize rules, we are reaching out broadly to market 
participants, with over 21,000 comments to date, including 
roundtables and public comment periods to consider how best to 
implement this, talking to international regulators. And we are 
also looking very closely at phased implementation, which helps 
lower costs and risk. 

Before I close, I would like to just make note that the CFTC is 
taking on a significant expanded scope and mission, a market that 
is seven times the size of what we currently oversee. The Commis- 
sion must be adequately resourced to effectively police this market 
and protect the public. Without sufficient funds, there will be fewer 
cops on the beat, but also, we will not really even have enough staff 
to answer the basic questions for market participants and the pub- 
lic on the new rules. 

In conclusion, we are working thoughtfully at the Commission to 
get these rules right based on significant public input, but it is 
more important to get it right than work against the clock and that 
is not what we are doing. We are going to get this right and move 
forward. But until the CFTC completes its rule-writing process and 
implements and enforces the new rules, the public remains unpro- 
tected. 

I thank you. I look forward to your questions. 

Chairman JOHNSON. Thank you. Chairman Gensler. 

Acting Chairman Gruenberg. 

STATEMENT OF MARTIN J. GRUENBERG, ACTING CHAIRMAN, 
FEDERAL DEPOSIT INSURANCE CORPORATION 

Mr. Gruenberg. Thank you, Mr. Chairman. Chairman Johnson, 
Ranking Member Shelby, and Members of the Committee, thank 
you for the opportunity to testify today on the 1-year anniversary 
of the passage of the Dodd-Frank Act. 

Chairman Johnson, if I may, thank you for your kind words at 
the outset. It does occur to me that it used to be more comfortable 
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for me to sit behind you all on the dais than where I am right now, 
but I am privileged to have the opportunity. 

The Dodd-Frank Act provided the FDIC with important new au- 
thorities in the areas of deposit insurance and systemic resolution 
that we believe will significantly enhance financial stability and on 
which we have made significant progress toward implementation. 

First, the Act grants the FDIC new authorities to manage the 
Deposit Insurance Fund in a way that will make it more resilient 
in a future crisis. The FDIC has already implemented provisions in 
the Act that make permanent the increase in the deposit insurance 
coverage limit to $250,000 and provide insurance on the entire bal- 
ance of non-interest-bearing transaction accounts through the end 
of 2012. 

We have also implemented the changes in the assessment base 
mandated by the Act, which generally shifts the overall assessment 
burden from community banks to the largest institutions, which 
rely less on domestic deposits for funding. The change in the as- 
sessment base from deposits to assets will result in an aggregate 
decrease of 30 percent in deposit insurance assessments for insured 
institutions with assets under $10 billion. 

In addition, the Act provided the FDIC with new flexibility in 
setting the target size of the Deposit Insurance Fund. We have 
used the new authority to adopt a long-term fund management 
plan that should maintain a positive insurance fund balance even 
during a banking crisis while preserving steady and predictable as- 
sessment rates through economic and credit cycles. This will enable 
us to avoid imposing procyclical deposit insurance assessments on 
financial institutions during an economic downturn. 

The Dodd-Frank Act also provides for a new systemic resolution 
framework to be used in those rare instances when we must act to 
mitigate the systemic risk posed by the resolution of a financial 
company in bankruptcy. The framework includes an orderly liq- 
uidation authority and a requirement for resolution plans that will 
give regulators much better tools with which to manage the failure 
of large complex financial institutions. 

If the FDIC is appointed as receiver for a covered financial com- 
pany under the orderly liquidation authority, we are required to 
carry out an orderly liquidation in a manner that ensures that 
creditors and shareholders appropriately bear losses while maxi- 
mizing the value of the company’s assets, minimizing losses, miti- 
gating risk, and minimizing moral hazard. 

Critical to the exercise of this authority is a clear and trans- 
parent process. The FDIC Board approved a final rule imple- 
menting the orderly liquidation authority on July 6. This final rule 
provides a framework to resolve systemically significant financial 
institutions using many of the same powers we have long used to 
manage failed bank receiverships. 

The FDIC and the Federal Reserve Board, as Chairman 
Bernanke mentioned, are also working jointly to issue regulations 
implementing new resolution plan requirements. The comment pe- 
riod on the Notice of Proposed Rulemaking ended on June 10 and 
we hope to issue a final rule in the near future. 

In order to carry out these responsibilities for the resolution of 
Systemically Important Financial Institutions, the FDIC has estab- 
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lished a new Office of Complex Financial Institutions which will 
have three key functions: To monitor the condition of systemically 
important financial companies from the standpoint of resolvahility; 
to oversee jointly with the Federal Reserve the development of res- 
olution plans by these companies; and to engage with the super- 
visors of the foreign operations of these companies in regard to res- 
olution planning. 

Finally, the Dodd-Frank Act contains provisions that will com- 
plement the ongoing Basel III reforms that will make capital re- 
quirements more uniformly strong across the banking system. Sec- 
tion 171 of the Dodd-Frank Act states that capital requirements for 
the largest banks and bank holding companies must not be less 
than the capital requirements that are generally applicable to in- 
sured institutions. The FDIC, the Federal Reserve, and the Comp- 
troller of the Currency recently finalized a rule implementing this 
provision. 

We have made significant progress in the past year but still have 
considerable work ahead of us. Throughout this process, we have 
sought input from the industry and the public and we continue to 
report back to Congress on our progress. We have sought to make 
the process as transparent as possible. We believe that successful 
implementation of these provisions will lead to a financial system 
that is more stable and less susceptible to crises and better pre- 
pared to withstand crises if and when they develop. 

Thank you, and I look forward to answering your questions. 

Chairman JOHNSON. Thank you. Acting Chairman Gruenberg. 

Acting Comptroller Walsh. 

STATEMENT OF JOHN WALSH, ACTING COMPTROLLER OF THE 

CURRENCY, OFFICE OF THE COMPTROLLER OF THE CUR- 
RENCY 

Mr. Walsh. Thank you. Chairman Johnson, Ranking Member 
Shelby, Members of the Committee. I appreciate the opportunity to 
be here today to discuss the progress that the OCC and other regu- 
latory agencies have made in implementing the Dodd-Frank Act in 
the year since the law was passed. 

Although we have weathered the worst financial crisis since the 
Great Depression, it will be years before we put all of its effects 
behind us. Dodd-Frank took important steps to strengthen the fi- 
nancial system and guard against future crises, and I think all of 
us are determined to implement those safeguards as quickly and 
effectively as possible. 

As I have said in previous testimony, the OCC is involved in 85 
individual projects stemming from Dodd-Frank, including a num- 
ber of interagency rulemakings that will have a very significant im- 
pact on the financial system. Our biggest single task has been to 
integrate the staff and functions of the Office of Thrift Supervision 
into the OCC, but we have also devoted considerable effort to the 
transfer of supervisory responsibilities to the new Consumer Finan- 
cial Protection Bureau, and we have participated in the early work 
of the Financial Stability Oversight Council, which has the poten- 
tial to serve as an important defense against market disruption. 

Regarding OTS integration, I am pleased to report that on Mon- 
day 674 employees of the Office of Thrift Supervision reported for 
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duty at the OCC in offices around the country. We have worked 
very hard over the past year to ensure a smooth transition, and we 
have now succeeded in moving to a single regulator for national 
banks and Federal thrifts. We will need every bit of the talent and 
experience of former OTS staff to help fulfill our combined super- 
visory mission, and the men and women joining us from OTS have 
been fully integrated into policy and field units where their talents 
can best be utilized. 

We also recognize the importance of communication to the indus- 
try so that thrift executives know what to expect from the com- 
bined agency, and among our efforts we held 17 outreach meetings 
around the country and had more than 1,000 thrift executives join 
us for those meetings. 

As part of the transition, we have engaged in several 
rulemakings affecting the thrift industry. Today we posted an in- 
terim final rule that republishes as OCC rules those OTS regula- 
tions that the OCC has authority to administer and enforce going 
forward. We are continuing to review regulations — those as well as 
our own — to see where improvements may be in order. 

We also published a final rule today that addresses a number of 
areas important for continuity of supervision after July 21st, in- 
cluding assessments of Federal savings associations. That rule- 
making, published in today’s Federal Register, also addressed the 
areas where Dodd-Frank made changes in the standard upon 
which the OCC’s rules on preemption and visitorial powers were 
based. 

The rulemaking scales back our current rules in a number of 
areas. The amendments eliminate the obstruct, impair, or condition 
preemption standard from our regulations. They eliminate preemp- 
tion for operating subsidiaries of both national banks and federally 
chartered thrifts, limit Federal savings associations to the same 
standard of conflict preemption that applies to national banks, and 
expressly recognize the enhanced visitorial authorities of State At- 
torneys General that are provided under Dodd-Frank. We also im- 
plement new procedures for future preemption decisions, including 
consultation with the CFPB. 

Over the past year, we have provided considerable support for 
the stand-up of the CFPB and worked to ensure cooperation be- 
tween the OCC and the new Consumer Bureau in our complemen- 
tary supervisory roles. In addition to participating in numerous in- 
formational briefings with CFPB staff, we have assisted in devel- 
oping the agency’s procurement and personnel management proc- 
esses. To ensure the agency has the information it needs about the 
banks it will be supervising, we executed a memorandum of under- 
standing that allowed us to share reports of examination, super- 
visory letters, information on enforcement matters, and other im- 
portant confidential information. 

We have also agreed to provide transitional support for other 
CFPB functions, including consumer complaints. The OCC will con- 
tinue to operate our Customer Assistance Group to handle con- 
sumer complaints about the large banks now under CFPB super- 
vision while the Bureau builds its own capacity in this area. 

As we discussed in our last appearance before the Committee, we 
have participated in the interagency effort to create an effective Fi- 
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nancial Stability Oversight Council as a forum for participants to 
share views, perspectives and expertise in a confidential setting on 
emerging risks across the system. The Council will be an important 
venue for averting and addressing future market disruptions. 

And, finally, Dodd-Frank also calls for a number of rulemakings, 
and we have proposed interagency rules to address credit risk re- 
tention, incentive compensation, and margin and capital require- 
ments for covered swap entities, among others. 

Clearly, we have a great deal of work ahead in implementing the 
many important provisions of Dodd-Frank, but I am confident that 
we will get it done in a way that strengthens the financial system 
and protects it against the kinds of risks that led to the last crisis. 

Thank you, and I am happy to answer your questions. 

Chairman JOHNSON. Thank you for your testimony. 

We will now begin the questioning of our witnesses. Will the 
clerk please put 5 minutes on the clock for each Member for their 
questions? 

Secretary Wolin, I think it is important to keep in mind the dam- 
age inflicted by the crisis and what the Wall Street Reform Act will 
do to prevent or mitigate another crisis. Could you highlight in 
your opinion the greatest costs of the crisis and the most important 
benefits of the new regulatory framework? 

Mr. Wolin. Thank you, Mr. Chairman, for that question. The 
costs which I tried to enumerate in my testimony were really ex- 
traordinary. The financial system came to the brink of utter fail- 
ure — credit markets froze up. In the end our economy was enor- 
mously affected in a way that hurt all Americans with respect to 
the availability of credit, with respect to the destruction of an enor- 
mous amount of wealth, lost jobs, lost homes, and so forth. And a 
key reason for all of that, of course, is that the framework we had 
for our financial system was manifestly inadequate. It had gaps 
and weaknesses that needed to he addressed. We had no alter- 
native really but to do that, and the Dodd-Frank statute does ex- 
actly that. It makes sure that our financial system rests on a more 
stable, more resilient foundation, requiring firms, especially those 
that are more risky and present more risk to the system, to hold 
bigger capital, to have greater liquidity standards and leverage 
constraints. It brought the derivatives markets and the swap mar- 
kets out of the darkness. That was clearly an important factor that 
created or led to the crisis. And it strengthens enormously con- 
sumer protection because we know that consumers did not have in- 
formation and were not put in a position to make fundamental 
choices about the kinds of credit they undertook, and that led, of 
course, to enormous amounts of credit being extended in ways that 
neither they nor the overall system could bear. 

In all of these ways, and many others, I think, the Dodd-Frank 
Act makes important strikes to put ourselves on a foundation that 
allows our financial system to contribute what it can to the econ- 
omy and its growth, which is, after all the critical need we have 
as a country. 

Chairman Johnson. I have a question directed at Chairman 
Bernanke, Acting Chairman Gruenberg, and Acting Comptroller 
Walsh. We are all concerned about the unnecessary regulatory bur- 
den for financial institutions that did not cause the crisis. Can each 
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of you describe what your agencies are doing to ensure that we 
have an appropriate set of rules that work, but also that are not 
duplicative, contradictory, and overly burdensome to small busi- 
nesses and small financial institutions? Chairman Bernanke? 

Mr. Bernanke. Yes, thank you. We agree that small banks are 
critical to our financial system. They have the ability to make loans 
in a local community that large banks often do not have, including 
loans to small businesses. And so it is very important to minimize 
the burden on those banks. 

First of all, the law itself, is very focused on the largest firms 
and on the most complex activities, so the direct implications of the 
law for smaller banks is less. 

That being said, it is important for us as regulators to make 
clear to smaller banks that they are exempt and to make sure that 
they are effectively exempt. We are trying in our rules to provide 
more guidance to small banks about what applies to them and 
what does not apply to them. I think small banks will benefit to 
some extent from the fact that tougher rules on the biggest banks 
and on nonbank institutions will create a more level playing field. 
It will be of assistance to them. 

Finally, I would mention that the Fed has made a very strong 
effort to reach out to smaller institutions. For example, our Super- 
vision Committee has a subcommittee which is focused on making 
sure that the rules that we pass do not have excessive burden on 
small banks, and we have created a Community Bank Council that 
meets three times a year with the Federal Reserve Board to give 
us maximum feedback. 

So we are taking a lot of steps to try to achieve that objective. 
I agree with you it is a very important one. 

Chairman JOHNSON. Acting Chairman Gruenberg? 

Mr. Gruenberg. Thank you. Chairman Johnson. This is a mat- 
ter of significant priority for the FDIC because we are the leading 
Federal supervisor of the majority of community banks in the 
United States, so it is a matter we take very seriously. 

One of the challenges that the community banks have told us 
about is with the number of regulations required by the Dodd- 
Frank Act. There is an issue for them simply sorting through 
which ones actually have relevance and applicability to them. 

To try to respond to that, on every financial institution letter — 
and we issue a letter for each regulation — we provide a box on the 
front that specifically summarizes the applicability of that regula- 
tion to institutions with assets under $1 billion. So they have a 
quick shorthand place to go to identify the relevance of the regula- 
tion to them. 

In addition, we have an ongoing statement of policy at the FDIC 
on the development and review of FDIC regulations and a policy 
which requires regular periodic reviews by us of our regulations 
and their impact, and that is something we are undertaking spe- 
cifically in regard to the implementation of the Dodd-Frank Act. 

And, finally, I would mention we also have a Community Bank 
Advisory Committee that has been extremely helpful to us, and one 
of the recommendations they made was to conduct a review of the 
questionnaires and surveys that we require our regulated institu- 
tions to fill out. In response to that review, we have created a new 
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place on the FDIC Web site consolidating all of those question- 
naires and surveys, so it is in a single place institutions can go to, 
and they will now be able to fill out those questionnaires and sur- 
veys online, which they were not able to do before. So this is a mat- 
ter of ongoing attention for us. 

Chairman Johnson. Acting Comptroller Walsh, could you elabo- 
rate a bit? 

Mr. Walsh. Well, I would certainly join my colleagues in ex- 
pressing the same concerns, and, in fact, the approach that we are 
taking, about 2,000 of our 2,100 institutions are community banks. 
We have substantial outreach to them. We have an Internet-based 
BankNet system that enables them to come and look at updates on 
regulation and to remain apprised of things that are happening. 

Certainly, they share the concern that there are a lot of rules, 
and they are not quite sure what affects them and what does not. 
And it is true that most of those rules are aimed at larger institu- 
tions and more complex activities. But we continue to work with 
them to understand those things that will affect them and the 
many that will not. 

Chairman JOHNSON. Thank you. 

Senator Shelby. 

Senator Shelby. Thank you, Mr. Chairman. 

Chairman Bernanke, it seems to me that after most crises, we 
are told that if regulator only had more resources, they could have 
prevented whatever crisis it was. As a result, the standard re- 
sponse by Congress is to grow the bureaucracies. Dodd-Frank fits 
this pattern, it seems to me. Because of Dodd-Frank, regulators 
have seen their powers grow over the American economy and their 
budgets also grow. Dodd-Frank also will add over 4,000 new Gov- 
ernment jobs, many of them very well paying jobs. Employees, for 
example, at the SEC and other agencies can earn up to $230,000 
a year. Meanwhile, as we all know, private sector job growth has 
been fiat. 

Mr. Chairman, do we now have enough Government bureaucrats 
to protect the financial system? 

Mr. Bernanke. Senator, let me go back to the premise of your 
question. 

Senator Shelby. OK. 

Mr. Bernanke. Which is I really do think that — and I believe 
there is widespread agreement — the regulatory structure before the 
crisis was inadequate. There were obviously large gaps in our cov- 
erage. There was nobody responsible for looking at the system as 
a whole. There were significant weaknesses in the structure of our 
financial system, including the shadow banking system and so on. 

I congratulate you on some of your attention early on to Eannie 
and Ereddie, to capital standards, and so on. These were things 
that were inadequate. 

This is not just a pointless response. There are clearly a lot of 
things that need fixing and that we can improve, and I believe 
that, broadly speaking, the Dodd-Erank Act covers the main bases, 
with the main exception of housing finance, which was discussed 
earlier. 
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You need more people to carry out more regulations, write more 
regulations, and to do just in general a better job of overseeing pri- 
vate sector activity. 

That being said, what we want is quality more than quantity. We 
want it done well. We want to make sure that there is clarity in 
terms of the rules, that financial institutions understand what the 
rules of the game are, and so that we achieve these results at the 
least cost to the financial system. 

Let me just say that the Fed does do regular cost/benefit anal- 
yses of all our rules, and it is always our intention to try to meet 
the goals of the statute in the least cost way that we can. 

Senator Shelby. Didn’t the Inspector General of the Fed recently 
call that into question, the cost/benefit methodology that the Fed 
was using that they claim was antiquated? 

Mr. Bernanke. I do not believe that is correct. 

Senator Shelby. OK. 

Mr. Bernanke. There have been several studies, one by a group 
of the IGs, I believe, and another by the GAO which is more re- 
lated to some of the programs we did during the crisis. I am sure 
you will correct me if I am wrong, but my understanding is that 
the Fed IG took a positive view of the Fed’s consistent application 
of cost/benefit principles to the rules we write. 

Senator Shelby. It is my understanding that the Inspector Gen- 
eral of the Federal Reserve recently revealed that the Fed’s inter- 
nal written policy for rulemaking procedures is more than 30 years 
out of date and, therefore, does not adequately reflect current stat- 
utory requirements to perform cost/benefit analysis. If that is not 
right, maybe we can both review this. But if that is right, then the 
Fed needs to step up to the plate there, does it not? Assuming that 
is right. 

Mr. Bernanke. Well, Senator, again, if that is right, that is a 
statement about written policies. 

Senator Shelby. OK. 

Mr. Bernanke. In actual practice we are very attentive to the 
costs and benefits. 

Senator Shelby. OK. Chairman Gensler, I have asked you twice 
in written questions for the record for my colleagues here in the 
whole Committee how the CFTC would exercise its authority under 
Title VIII with respect to financial institutions engaged in activities 
designated under that title. In both instances you responded with 
a discussion of the regulation of financial market utilities, which 
does not answer the question. 

Let me ask you again: What are the CFTC’s plans with respect 
to financial institutions other than financial market utilities? In 
other words, I will ask it this way: What are the CFTC’s plans with 
respect to financial institutions engaged in activities that are des- 
ignated by the Council to be systemically important? 

Mr. Gensler. I thank you for clarifying. I do not think I really 
fully understood the question in written form. 

Senator Shelby. OK. 

Mr. Gensler. So I understand it now. 

Title VIII, I think, addressed itself to financial market utilities, 
and I think that through the Council there will be some that are 
designated. We currently oversee I think 16 clearinghouses, and I 
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assume some of them will be included. I do not know whether the 
Council will designate any activities, so that is why I did not envi- 
sion them. Right now I would suspect we will focus on one, two, 
or three clearinghouses and then no other institutions will probably 
come under Title VIII. 

Senator Shelby. Speaking of clearinghouses, the FSOC recently 
approved rules that laid the groundwork, as I understand it, to de- 
termine which clearinghouses will be deemed systemically impor- 
tant. Will the CFTC provide clarity on whether or not it will allow 
clearinghouses more time before they must decide whether to ac- 
cept or reject swap trades? 

Mr. Gensler. Well, I think that for most it is up to the clearing- 
house and their risk committee. Clearinghouses will have a man- 
date, but it is important that they 

Senator Shelby. Let them do it? 

Mr. Gensler. Well, they — and Dodd-Frank I think addressed it. 
They are the first line. They get to decide. A mandate then only 
happens if we then also seek public comment. 

Senator Shelby. Do you think that the ability of systemically im- 
portant clearinghouses to access the Fed’s discount window makes 
it more or less likely that clearinghouses will accept riskier prod- 
ucts? Or will you try to make sure that they do not? 

Mr. Gensler. Well, I think it is our responsibility, each of us, to 
make sure taxpayers do not stand behind any financial institution, 
not clearinghouses 

Senator Shelby. Like we have stood behind it before? 

Mr. Gensler. I agree with you, sir. I think the perverse outcome 
of the crisis is that some might think we are do more of that, and 
I think it is important that we do everything in our rulewriting to 
ensure that the public not stand behind the clearinghouses or other 
financial institutions. 

Senator Shelby. Thank you. 

Chairman JOHNSON. Senator Reed. 

Senator Reed. Thank you, Mr. Chairman. 

On Tuesday, the Chamber of Commerce released a report that 
criticized Federal agencies for not keeping up with markets and 
technology, and they noted: 

A modern, well-regulated market is one in which the regulators also use 
current technologies and techniques to keep pace with market develop- 
ments. 

Chairman Schapiro and Chairman Gensler, the House Appro- 
priations Committee is proposing significant cuts which I presume 
would diametrically oppose this request that you keep up with 
markets through technology. What is your perception? 

Ms. Schapiro. Thank you. Senator. Under the House appropria- 
tion, we would probably cut about $10 million out of our informa- 
tion technology budget, and the end result of that would be post- 
poned critical investment in market surveillance technology. I have 
talked with this Committee many times about the Flash Crash of 
May of last year, the implications that had for investors and for 
public companies seeking reliable capital markets in which to raise 
money, and the fact that it took the two agencies many months to 
be able to actually diagnose what happened because of a lack of 
technology capability. 
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It would also mean a delay in the modernization of the EDGAR 
System, which is absolutely critical to public companies who file 
their disclosures via EDGAR, to our staffs capability to analyze 
public company disclosure, and also to much of the information 
that we will be gathering as a result of Dodd-Frank, which filed via 
the EDGAR System; and then, of course, our ability to bring in 
data, again, for our oversight of hedge funds, over-the-counter de- 
rivatives, and in another area, the consolidated audit trail and 
large trader reporting systems as the SEC is moving forward apart 
from Dodd-Frank. All require that we have the capacity to invest 
in technology, and we have not had that, and under the House bill 
we would not have that. 

Senator Reed. Chairman Gensler. 

Mr. Gensler. Briefly, technology is very important so we can be 
an efficient cop on the beat and efficiently provide the public the 
protections they want. We spent this year about $37 million on 
technology, which is less than most of the largest financial institu- 
tions spend in 1 week. And the industry is spending $20 to $25 bil- 
lion a year. It is less than they spend in a day. In 1 year that is 
what we do. 

We think it would be helpful to about double that, and we have 
only asked for about 30 percent more people. So technology is a 
way to be efficient on the people side and, of course, to oversee 
markets, which are about seven times the size. 

It is very important for this setting of aggregate position limits 
as well so that we can aggregate the data and bring it in and use 
the computers to do that which computers are good at. And the 
House appropriation bill cut us 15 percent. We obviously could not 
do any of that with the cut of 15 percent. 

Senator Reed. In effect, this is almost sort of setting you up for 
not falling behind these markets we are trying to create, but even- 
tually failing to be able to even have any transparency or any in- 
sight to the markets. 

Mr. Gensler. I think that is right. We will complete the 
rulewriting process. It will be thoughtful. It will take longer than 
Congress had laid out. But we will finish that rulewriting process. 
But I fear that then we will not have the people to answer the 
questions, to have the transparency, to aggregate the market and 
put it out on our Web site. Public market transparency needs the 
technology and the resources. 

Senator Reed. Chairman Schapiro? 

Ms. Schapiro. Senator, can I add to that? I think we have said 
repeatedly we will not be able to operationalize the Dodd-Frank 
rules. We, too, will get them done. Hopefully they will be reason- 
able and appropriate rules. 

But the other area where we will fall behind is that we receive 
about 2,000 requests a year in the form of self-regulatory organiza- 
tion rule filings, requests for exemptions, and no-action letters. Our 
capacity to keep up with that kind of volume on a declining budget 
will be severely impacted. And those are things industry really 
wants from us. They need that guidance and that exemptive relief 
from time to time. And so I think everybody has a stake in these 
agencies being in a position to do their jobs. 
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Senator Reed. It seems from your comments that the possibility 
exists of having the worse of two worlds: regulations on the books 
which will require you under Dodd-Frank, but ineffective resources 
to respond to legitimate questions of business, to interpret the reg- 
ulations, to respond promptly to their requests. I would think the 
business community would be worse off in this situation because, 
again, the liabilities are here on the books, but if they cannot get 
any traction or response from the agencies. 

Ms. SCHAPIRO. I think that is right, and to follow up on what 
Chairman Bernanke said, it is in the interest of the industry to 
have expert people within the regulatory agencies who can, in fact, 
efficiently and effectively do examinations, provide guidance, pro- 
vide information and assistance, as well as to enforce the law, 
which we are also charged with doing. And I think the public has 
to understand what the limitations are of a regulatory regime that 
has no compliance or enforcement behind it. 

Senator Reed. Just one final point. I think the only real bene- 
ficiaries are not the rank-and-file business men and women, but 
those who deliberately will try to avoid following the law in the 
hopes they will not get discovered because of the lack of resources. 
But then the unscrupulous — and I think the vast majority of busi- 
nesses will be laboring to do what they can, but getting no help or 
guidance from the regulators. 

Chairman JOHNSON. Senator Toomey. 

Senator Toomey. Thank you, Mr Chairman, and thanks to the 
witnesses for being back once again. I have two questions. The first 
I think I would like to direct to Ms. Schapiro. 

As you know better than anyone, last year the SEC developed a 
whole new set of rules and regulations regarding money market 
funds — tightened standards for credit quality, enhanced liquidity, 
shortened portfolio maturities, a number of very meaningful meas- 
ures to basically diminish the risks and I think significantly reduce 
the risk that any kind of a run would be likely to occur or that 
there would be systemic risk from these funds. 

Nevertheless, we do hear a discussion from time to time that 
there is also an interest in moving to a floating NAV, and what 
concerns me about a floating net asset value is the complexity of 
administering this, keeping up with the paperwork, and even tax 
implications that could become very complex and onerous to what 
is a very large and important part of our financial system. 

So I guess my question is: Is imposing the net asset value rule 
still under consideration? Or is that off the table? 

Ms. Schapiro. The FSOC has taken a lot of interest, appro- 
priately so, in the money market fund issues, and as you point out, 
we did do a complete overhaul of money market fund credit quality 
and liquidity standards a year ago. I think they have been fairly 
universally appraised as being very positive, very helpful to build 
the resiliency of money market funds. We also require reporting of 
shadow NAV so that investors can become accustomed to the idea 
that, in fact, the value does fluctuate for a money market fund. 

At FSOC we have discussed the issue several times. We held a 
public roundtable at the SEC with all FSOC members in attend- 
ance and members of the industry and academia to talk about how 
to prevent runs on money market funds and what are the options 
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available to us. And I would say that we are actively discussing 
floating NAV as one of the ideas that has been floated and was 
raised in the President’s Working Group’s (now FSOC’s), study on 
Money Market Funds, as well as capital buffers. The industry came 
forward with the idea of a liquidity exchange bank. 

So there are a number of areas where we are having discussions. 
I would say nothing has been decided, but we continue to seek pub- 
lic input and our fellow regulators’ input on what we can do to en- 
sure that we do not have a situation as we did when the Primary 
Reserve Fund broke the buck and effectively caused a run on 
money market funds, in large part because of the stable NAV. So 
on the issue we are continuing to explore. 

Senator Toomey. I hope we will keep in mind what seems to me 
an absence of empirical evidence that suggests that a floating NAV 
would solve a problem here and the fact that very substantial 
measures have already been taken. 

I have a separate question that I would like to address to Mr. 
Gensler and perhaps Mr. Bernanke, as well. This has to do with 
the proposed margin rules for swaps under Title VII. My under- 
standing is that these rules would require the subsidiaries of 
American banks operating overseas and doing business with non- 
American counterparts, that these subsidiaries would nevertheless 
be required to hold margin on behalf of their counterparts. It is 
also my understanding that the Europeans and Asians have not 
imposed a comparable requirement, and therefore, I am concerned 
that that would put our firms at a competitive disadvantage with 
respect to transactions that do not occur on U.S. soil, do not have 
an American counterpart. So are you concerned that we are in the 
process, we are heading toward putting ourselves at a competitive 
disadvantage in this area? 

Mr. Gensler. I thank you for the question. I think not just in 
the margin area, but even more broadly, we have been working ac- 
tively with international regulators because capital and risk knows 
no geographic border. It will move somewhere else. On margin, 
more specifically, we are reaching out and trying with Treasury, 
the Federal Reserve, and SEC to have an international approach 
to margin and regimes. 

On the specific, on the bank rules, I will defer to Chairman 
Bernanke because we are only setting margin for the nonbanks. 

Senator Toomey. Mr. Chairman? 

Mr. Bernanke. Senator, you are absolutely correct that if those 
margin rules for foreign operations are maintained and Europeans 
and other foreign jurisdictions do not match it, that that would be 
a significant competitive disadvantage. 

I think the best solution, which we are pursuing with some assi- 
duity, is that we get some kind of global agreement on margin 
rules for swaps and other instruments. And again, we are working 
on that. If that does not happen, we will need to think again about 
how to meet Dodd-Frank’s requirements for improved prudential 
safety, which is what margins are intended to achieve, without 
disadvantaging our banks in their foreign operations. 

So our first choice is to equalize the playing field. If that does 
not work, we will look at many of the suggestions we received in 
the comment process to think about how to address that issue. 
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Senator Toomey. I would just like to suggest, it just seems to me 
that if we do have global uniformity, then that obviates the need 
for extraterritoriality in our regulations in the first place. And sec- 
ond, with respect to margin requirements of end users, as we all 
know, that can be very disruptive for the ability of the end user 
to hedge risks and, therefore, very problematic, and essentially, at 
the end of the day, it is a credit decision that presumably the bank- 
ing entities are qualified to make, so 

Mr. Gensler. Could I just. Senator Toomey, at least in what we 
have proposed at the CFTC, the nonbank swap dealers would not 
be required to collect or receive margin from the nonfinancial end 
users, the commercial companies. 

Senator Toomey. OK. Great. Thank you. Thank you, Mr. Chair- 
man. 

Chairman JOHNSON. Senator Menendez. 

Senator Menendez. Thank you, Mr. Chairman. Thank you to all 
the panel. 

You know, news reports came out this week from the Associated 
Press and Reuters that allege that despite the regulators’ assur- 
ances to us that the banks’ illegal robo-signing was being fixed, the 
practice is still widespread, that it is still going on for both fore- 
closed homes and also for homes that are not in foreclosure, which 
basically amounts to forging documents and in some cases wrong- 
fully foreclosing on people, which is why I and 10 of my colleagues, 
including several Members of this Committee, and a dozen House 
members, as well, have written to the OCC, the Federal Reserve, 
and the FDIC urging you that you make the foreclosure reviews 
and other foreclosure-related documents fully transparent and that 
you release the results of those reviews on a bank-by-bank basis so 
the public can evaluate the performance of each bank. 

There is a tremendous interest in the public seeing these prob- 
lems properly resolved, so I want to ask those three agencies — the 
Fed, the FDIC, and the OCC will you release the results of the 
foreclosure reviews on a bank-by-bank basis? Will you release the 
mortgage servicers’ action plans that respond to problems in the 
consent orders? And what about the engagement letters for the 
supposedly, quote-unquote, “independent” consultants who are 
hired by the banks themselves to perform the foreclosure reviews 
of the banks? 

Mr. Bernanke. Well, Senator, we are as concerned about these 
issues as you are. As you know, we have issued cease and desist 
orders. We have told the banks that they have to engage inde- 
pendent consultants and we have been making sure that they are 
independent. They will be providing both supplementary diagnosis 
over and above the work we have done as well as action plans for 
the banks. And we will be both reviewing those action plans and 
the conformity of the banks to those plans. 

Our current plan is to provide a report that we will share with 
you that will explain what the findings were and what the pro- 
posals were and what the reactions were and the performance by 
the banks 

Senator Menendez. But you are not — but, Mr. Chairman, I hate 
to interrupt you, but I only have less than 5 minutes. You are not 



30 


going to — I have a specific question. Are you going to release those 
three entities that I have asked you? 

Mr. Bernanke. May I consult further with my legal and super- 
visory teams and get back to you on that? 

Senator Menendez. Surely. How about the other two agencies? 

Mr. Walsh. Senator, we will certainly be, as Chairman Bernanke 
indicates, releasing more information and the 

Senator Menendez. I have a very — I hate to interrupt you 

Mr. Walsh. Right. 

Senator Menendez. but I have a very specific question and I 

do not want to be played with. Are you going to release the mort- 
gage servicers’ action plans that respond to the consent orders? Are 
you going to release the foreclosure reviews on a bank-by-bank 
basis? And are you going to release the engagement letters for the 
supposedly independent consultants? It is either yes or no. 

Mr. Walsh. We will have to evaluate the individual docu- 
ments — 

Senator Menendez. OK. 

Mr. Walsh. and see if there is anything that would be of a 

confidential supervisory nature, but certainly we will be releasing 
some information. 

Mr. Gruenberg. Senator, the FDIC is actually not the regulator 
of any of the servicers, so it is not something within our authority 
to make that decision. 

Senator Menendez. Well, let me just say, I hope you under- 
stand — I have the privilege of chairing the Housing Subcommittee 
here and I hope you understand it is incredibly difficult to create 
public trust that the companies hired by the banks to perform the 
foreclosure reviews, and those companies were the same companies 
who are already doing business with those banks and may get fu- 
ture business. I hope you have a little understanding that the pub- 
lic trust as regulators, when you are assuring us that the problem 
of the banks illegally forging documents to foreclose on homes more 
easily has been fixed when news reports allege that the problem 
has not been fixed and is still widespread. 

I am going to share with you the Congressional Research Service 
analysis that I asked for to see if you had the legal wherewithal 
to do this, because I figured I would get that as an answer, and 
their answer is, to synthesize it, is that our request, the regulators 
have the discretion to release the results on a bank-by-bank basis 
if they feel it is in the public interest and point out they can surely 
come to some middle ground when they release a report with high- 
level bank-by-bank results, like a HAMP report, while still redact- 
ing loan level information that would be confidential to banks. 

You know, rarely around here do we get 10 members of the Sen- 
ate to focus on a specific request for information, a dozen members 
or so of the House of Representatives. I think we need a little 
transparency in this process. If Dodd-Frank is about anything, at 
the end of the day, it is about taking and creating transparency 
and a new era of transparency and openness, and I am going to be 
like a dog on a bone on this. So I hope we get some good answers 
here, because otherwise, I am going to use every means possible, 
along with my colleagues, to get to the bottom of this. 
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It is not acceptable — it is not acceptable — to violate the law. It 
is not acceptable to do robo-signings. There is a clear reason why 
the law dictates a procedure before you take over someone’s most 
cherished, probably their biggest asset in their life, and that is not 
being pursued correctly. And the agencies that are responsible for 
that give us assurances that it is, and yet public reports constantly 
suggest that it is not. So I am looking forward to your responses. 

Thank you, Mr. Chairman. 

Chairman JOHNSON. Senator Kirk. 

Senator Kirk. Thank you, Mr. Chairman, and once again, con- 
gratulations on your 97-to-2 win yesterday on the military VA bill. 

Chairman JOHNSON. It was teamwork. 

Senator Kirk. That is right. 

I want to focus on systemic risk, a central concept behind the leg- 
islation, because I am worried that while much of the crisis that 
the American people suffered from was triggered by Fannie Mae 
and Freddie Mac, in my view, because it was loaded with politically 
connected lawyers and lobbyists, the Congress did not reform it. 
The institutions pretty much with the same cast of rogues is still 
running it, even though it was triggered, and you guys were not 
allowed to touch them. 

I am worried that, so often, the Government is slow, dead, 
uninnovative, as opposed to the private sector. And also, you guys 
are politically controlled by us, by the White House, and not al- 
lowed to look at new risks. 

One of the risks that I am worried about is the Government Ac- 
counting Standards Board recently proposed that Government enti- 
ties be required to fully disclose unfunded liabilities that they face, 
particularly with regard to promised pension obligations. In 2009, 
the Pew Center for the States published a trillion-dollar gap report 
outlining 21 States that had pension obligations funded at less 
than the 80 percent actuarial sound requirement that GASBI rec- 
ommended. Now, this would be totally unacceptable for the public 
corporations that you are allowed to torture, and I am wondering, 
because systemic risk is now out there, for Mary, under Dodd- 
Frank and the Municipal Investment Act advisors that you have, 
would the SEC now be recommending that municipal debt issuers 
conform to the GASBI requirement? 

Ms. ScHAPiRO. Senator, I would want to make sure I am on 
strong legal ground here, but let me just say that we have brought 
some enforcement cases, as you know 

Senator Kirk. To New Jersey and Illinois, where you basically al- 
leged that they were lying to their investors about their 

Ms. ScHAPiRO. New Jersey so far. 

Senator Kirk. Right. 

Ms. ScHAPiRO. There are a number of others that are still under 
investigation with respect to the adequacy of their disclosure while 
they were doing bond issuances. So we have approached it that 
way. We do not have the authority, although we are preparing a 
report for Congress to discuss a number of these issues, to mandate 
particular disclosure requirements for municipal issuers. 

And you may know that we have been holding a series of 
roundtables around the country to gather thoughts of municipali- 
ties, Government finance officers, investors, and others to talk 
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about how we might strengthen the municipal disclosure system, 
among other things. We are actually having a hearing in Bir- 
mingham, Alabama, next week, the home of Jefferson County, as 
we continue to work on these issues. I think GASB took a very im- 
portant step with respect to their proposal for disclosure of un- 
funded pension liabilities, but, of course, not everybody is required, 
as you point out, to utilize GASB GAAP. 

Senator Kirk. Right. Thank you. I would just hope you would use 
your systemic risk authority, because I think that is your big “get 
out of jail free” card, to look at threats to the U.S. financial system, 
and I am worried that States are so powerful and so politically con- 
nected, you will hold back. 

Ms. ScHAPiRO. We will not hold back, but 

Senator Kirk. I am worried. 

Second, another central concept behind Dodd-Frank would be 
too-big-to-fail, and yet what we have seen from 2008 to 2010 is in 
2008, the top 10 banks held 48 percent of all domestic banking as- 
sets, and in 2010, while the number of banks fell by 3 percent, the 
top 10 banks’ share had grown to 53 percent. That is Bank of 
America, JPMorgan Chase, CitiBank, Wells Fargo, U.S. Bank, 
PNC, FIA Card Service, Bank of New York Mellon, HSBC Bank 
USA, and TD Bank. So they are now even bigger and less capable 
of failing than they were before Dodd-Frank. Chairman Bernanke, 
what can we do about that? 

Mr. Bernanke. Senator, you make an obviously important obser- 
vation. Some of the increase in concentration in the last few years 
was a byproduct of the events of the crisis. Several medium-sized 
firms disappeared, some others were acquired, et cetera. So it is not 
necessarily a trend that we are seeing here. 

There are a number of aspects of Dodd-Frank which help address 
too-big-to-fail. Directly, there is the Volcker concentration rule, for 
example. There is the authority of the Fed not to approve a merger 
if there are financial stability concerns. 

But I think the main issues here are that we are going to have 
much tighter oversight and prudential regulations over so-called 
SIFIs, and one thing we have noticed is that banks and other insti- 
tutions do not want to be SIFIs. They consider it to be this addi- 
tional burden, an oversight to constrain them. And if it was truly 
a mark of too-big-to-fail, they might prefer to be designated as 
SIFIs. 

The other thing which I think is absolutely crucial, and it is still 
a work in progress, in order to get rid of too-big-to-fail, we have to 
have “fail.” We have to have a way for the biggest firms actually 
to fail. And you have heard some discussion this morning about the 
Fed’s and FDIC’s work on the orderly liquidation authority, living 
wills, et cetera. I think it will be a sign of success when we see 
large firms actually getting themselves smaller to try to get out of 
some of the oversight, and if we see the costs of funding increasing 
because the backstop of the Government is not there. We are not 
there yet, but I do note that some of the rating agencies have been 
talking about downgrading large banks based on the possible ab- 
sence of Government support in a crisis. 
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So we are not there yet. I think we absolutely must get there, 
and there are many aspects of Dodd-Frank which, if carried to 
their fruition will help us get rid of too-big-to-fail. 

Senator Kirk. Mr. Chairman, thank you. 

Chairman JOHNSON. Senator Akaka. 

Senator Akaka. Thank you very much, Mr. Chairman. I want to 
add my welcome to the panel of regulators for our country. 

Chairman Schapiro, good to see you again. The Dodd-Frank Act 
creates the Office of Investor Advocate and it reestablishes the In- 
vestor Advisory Committee. I urge you to continue working to get 
this office and committee up and running. My question to you is 
what will be done to ensure that the past efforts of the first Inves- 
tor Advisory Committee will inform and support the work of the In- 
vestor Advocate and the reestablished Advisory Committee. 

Ms. Schapiro. Thank you. Senator. We are working now to cre- 
ate the new Investor Advisory Committee, having disbanded the 
prior one so that the new committee could meet the statutory 
standards. I expect there will be some overlap in committee mem- 
bers, so that will give us a certain amount of continuity. Of course, 
the new committee will be fully briefed on all the activities of the 
prior committee. The staff support for the new committee will be 
largely the same as the staff support was for the prior committee. 
So I think that we should not have any — we should not miss a beat 
in terms of transitioning to our new Advisory Committee. 

What we will not have yet is the new Investor Advocate Office 
in place. We have sought reprogramming from our appropriators 
for that. We received the Senate’s authorization for reprogramming 
just within the last week, so we are now waiting for the House. 
Once they have authorized it, we can go ahead and establish for- 
mally the Office of the Investor Advocate and appoint a person to 
that position. 

But I want to assure you that in the interim, all of the activities 
that would be engaged in by the Investor Advocate are being car- 
ried out by other staff throughout the SEC. We think of ourselves 
all as investor advocates, so that work is ongoing. 

Senator Akaka. Thank you very much. 

Mr. Wolin, one important aspect of consumer protection that is 
sometimes overlooked is financial empowerment. Through Title XII 
of the Dodd-Frank Act, we ensured that the viable alternatives to 
high-cost products and services are developed while protections and 
oversight are strengthened. Would you please update us on the 
Treasury’s initiatives to improve access to mainstream financial in- 
stitutions and services. 

Mr. Wolin. Senator Akaka, thank you for that question and for 
your leadership on these critical issues. From our perspective, the 
financial access provisions of Dodd-Frank are critical and these are 
issues that we are spending a lot of time working on. We are busy 
continuing to develop the infrastructure for our efforts to support 
community-based efforts at financial access. 

We have been working hard at putting together a program called 
Bank On USA, which allows us to work with communities to de- 
velop programs that will enable access in the communities tailored 
to the particular circumstances in each of those places. Our efforts 
on this will, of course, require some resources which we have re- 
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quested and we hope we receive because we think we have, on the 
basis of Title XII and of work that we have been doing in response, 
an awful lot of exciting things that we can be doing. 

I think. Senator, in addition, you will see in short order from us 
a further public expression of how we intend to organize and struc- 
ture our Office of Financial Education and Financial Access, an im- 
portant office within the Office of the Assistant Secretary for Fi- 
nancial Institutions that will be focused on the Bank On program, 
but also other efforts in the context of Title XII to continue our 
work on these critical issues. 

Senator Akaka. Mr. Gruenberg, I have a related question for 
you, but first, I would like to congratulate you on your nomination. 
The FDIC has been a leader in working to improve financial access 
among the unbanked and under-banked. Please explain whether or 
not you believe that financial inclusion is a component of consumer 
protection, and what more can be done by the FDIC in this area. 

Mr. Gruenberg. Thank you. Senator. The issue of financial in- 
clusion has been a significant priority for the FDIC, both under 
former Chairman Bair and myself. We established a number of 
years ago an advisory committee on financial inclusion made up of 
community leaders, financial institutions, academics, to focus on 
this issue. 

As a starting point, if I may mention, the FDIC partnered with 
the Census Bureau on the first national survey ever undertaken by 
the Census on who is unbanked and under-banked in the United 
States, just to get a handle on the dimensions of the issue, and the 
findings of the survey were quite revealing. It found that about 7 
percent of U.S. households have no relationship with an insured fi- 
nancial institution and nearly another 18 percent may have an ac- 
count but utilize high-cost nonbank providers of financial services, 
such as payday lenders and check cashers. Taken together, the sur- 
vey found that about a quarter of U.S. households can be defined 
as unbanked or under-banked. 

So it is a substantial issue and it is a critical component both of 
consumer protection and of economic opportunity. Having an ac- 
count at an insured institution is really, in many ways, a starting 
point for economic citizenship, to be able to develop a credit record, 
build savings, and really become a participant in our economy, and 
it has been a major priority for us. We have undertaken a number 
of initiatives in this area, including organizing a series of local 
partnerships around the country of financial institutions, commu- 
nity organizations, local government leaders to develop local strate- 
gies for expanding access to insured financial institutions. We have 
also developed model transaction and savings accounts to encour- 
age financial institutions to provide low-cost services that are par- 
ticularly suited to the needs of the unbanked. 

This has been a matter of ongoing attention to us and will cer- 
tainly be a priority going forward. 

Senator Akaka. Thank you very much. Thank you, Mr. Chair- 
man. 

Chairman JOHNSON. Thanks again to my colleagues and our pan- 
elists for being here today. This hearing and the investor and con- 
sumer protection hearings we have held over the past 2 weeks 
highlight the need for an enhanced regulatory framework after the 
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financial crisis. As I have said before, there is still work ahead of 
us, but we are making progress and it is important that we all get 
this right. 

The hearing record will be open for 7 days for Members to sub- 
mit additional materials and questions for the record. 

This hearing is adjourned. 

[Whereupon, at 12 noon, the Committee was adjourned.] 

[Prepared statements, responses to written questions, and addi- 
tional material supplied for the record follow:] 
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DEPUTY SECRETARY OF THE TREASURY NEAL S. WOLIN 
WRITTEN TESTIMONY BEFORE THE 
SENATE COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS 

“Enhanced Oversight after the Financial Crisis: The Wall Street Reform Act at One 

Year.” 

July 21, 2011 

Chairman Johnson, Ranking Member Shelby, and members of the Committee, I appreciate the 
opportunity to appear today and discuss the important work that has been done to rebuild and 
strengthen our financial system over the past year. As this hearing commemorates, one year ago 
today the President signed into law a comprehensive set of reforms to the financial system, 
reforms which are essential to making our economy stronger and more resilient. 

Those reforms were enacted in the wake of the most devastating financial crisis since the Great 
Depression. 

In the depths of the crisis, the economy lost an average of 800,000 jobs per month. American 
families saw $5 trillion of household wealth erased in the last three months of 2008. Credit was 
frozen. Financial markets were barely functioning. 

The Administration and its predecessors put in place a comprehensive strategy to repair the 
financial system. As a result of that strategy, the U.S. financial system today is stronger, more 
stable, and better able to fuel growth and create jobs. 

Many of the weakest parts of the system — the firms that took the most risk — no longer exist or 
have been significantly restructured. Of the 15 largest financial institutions in the United States 
before the crisis, only nine remain as independent entities. 

Those that survived did so because they were able to raise capital from private investors. The 19 
firms that were put through the stress tests have together increased common equity by more than 
$300 billion since 2008. 

The average level of common equity to risk weighted assets across these institutions is now 10 
percent, much higher than before the crisis. And the average level of total leverage in these 
institutions has fallen substantially- from $16 of assets for every dollar of common equity to 
$ 11 . 

These firms are now funded more conservatively, so that they are much less vulnerable to a loss 
of liquidity during a future downturn. Debt maturing in one year or less at these institutions, as a 
share of total liabilities, has declined dramatically to roughly 40 percent of the pre-crisis level. 

Assets in the “shadow banking system” are roughly half the level seen in 2007. Funding through 
tri-party repurchase agreements has fallen 40 percent from its peak in 2007, and asset-backed 
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commercial paper outstanding — which was often used to fund leveraged off-balance sheet 
vehicles — is a third of where it was in 2007. 

Finally, the vast majority of large financial companies that received government support have 
repaid it — at a positive return to taxpayers. Just two years ago, hundreds of billions in losses 
were projected on investments in banks. But to date, these investments have returned a total of 
$10 billion dollars. 

These accomplishments were crucial to ending the crisis and providing a basis for growth. But 
in order to protect our economy and create the conditions for long-term prosperity, we needed to 
complement this set of changes with comprehensive reform of the financial system. Without 
reform, any progress our economy made would lack a stable foundation. 

As the crisis made clear, prior to the enactment of Dodd-Frank the financial system we had 
lacked such a foundation, and was weak and susceptible to crisis. The prior system had all too 
many gaps. Too often it allowed firms to choose their regulators. The prior system did not 
provide adequate buffers against shock and stress. It did not provide adequate consumer 
protection. It favored short-term gains for individual firms over the stability and growth of the 
economy as a whole. And when the system began to fall apart, taxpayers were forced to save it. 

We had no choice but to build a better system. 

That's why we proposed. Congress passed, and the President signed into law a sweeping set of 
reforms. 

Core Elements of the Dodd-Frank Act 

The Dodd-Frank Wall Street Reform and Consumer Protection Act made important and 
fundamental changes to the structure of the U.S. financial system to strengthen safeguards for 
consumers and investors and to provide better tools for limiting risk in the major financial 
institutions and the financial markets. The core elements of the law were designed to build a 
stronger, more resilient financial system, less vulnerable to crisis, more efficient in allocating 
financial resources, and less susceptible to fraud and abuse. 

These reforms were responsive to the many weaknesses that together nearly brought our 
financial system to collapse. They include; 

• Tougher constraints on excessive risk-taking and leverage across the financial 
system. To lower the risk of failure of large financial institutions and reduce the damage 
to the broader economy of such failures, Dodd-Frank provided authority for regulators to 
impose more conservative limits on risk that could threaten the stability of the financial 
system. 


Stronger consumer protection. Dodd-Frank created the Consumer Financial Protection 
Bureau (CFPB) to concentrate authority and accountability for consumer protection in a 
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single federal agency, with the ability to enforce protections on banks as well as other 
types of firms involved in the business of consumer finance. 

• Comprehensive oversight of derivatives. Dodd-Frank created a new regulatory 
framework for the over-the-counter derivatives market to increase oversight, 
transparency, and stability in this previously unregulated area. 

• Transparency and market integrity. Dodd-Frank included a number of measures that 
increase disclosure and transparency of financial markets, including new reporting rules 
for hedge funds, trade repositories to collect information on derivatives markets and 
improved disclosures on asset-backed securities. 

• Orderly liquidation authority. Dodd Frank created a new orderly liquidation authority 
to break up and wind down a failing financial firm in a manner that protects taxpayers 
and the economy. 

• Accountability for stability and oversight across the financial system. Dodd-Frank 
established the Financial Stability Oversight Council (FSOC) to coordinate across 
agencies in monitoring risks and emerging threats to U.S. financial stability, and the 
Office of Financial Research (OFR) to improve data quality and facilitate access to and 
analysis of data for the Council and its member agencies. 

Financial Stability Oversight Council 

The Dodd-Frank Act created the Financial Stability Oversight Council to, among other things, 
coordinate across agencies, foster joint accountability for the stability of the financial system, 
identify and monitor risks to U.S. financial stability, respond to emerging threats in the system 
and promote market discipline. The Dodd-Frank Act also provides the Council with a leading 
role in several important regulatory decisions, including determining which nonbank financial 
companies will be subject to consolidated supervision by the Federal Reserve and enhanced 
prudential standards, and which financial market utilities will be subject to new risk management 
standards. 

The Council has made significant progress in the year since Dodd-Frank was signed into law. 
Since enactment, the Council has: (1) built its basic organizational framework; (2) laid the 
groundwork for the designation of nonbank financial companies and financial market utilities; 

(3) initiated monitoring for potential risks to U.S. financial stability; (4) carried out the explicit 
statutory requirements of the Council, including the completion of several studies, progress 
towards rulemakings, and expected near-term release of its annual report; and (5) served as a 
forum for discussion and coordination among the agencies implementing Dodd-Frank. 

Identification of and monitoring threats to financial stability is a cornerstone of the Council’s 
mandate. FSOC principals and their deputies have been actively engaged in the identification 
and monitoring of current domestic and global risks, such as the European sovereign debt crisis. 
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At the FSOC’s meeting earlier this week, members discussed their first annual report, which 
details this monitoring process. As required by statute, the report will: outline the activities of 
the Council, including any designations or recommendations made with respect to activities that 
could threaten financial stability; detail significant financial market and regulatory 
developments, including insurance and accounting regulations and standards; and, describe 
potential emerging threats to the financial stability of the United States. The report will also 
include, as required by statute, recommendations to enhance the integrity, efficiency, 
competitiveness, and stability of the United States financial markets; promote market discipline; 
and maintain investor confidence. I expect that the report will be released in coming days. 

At the meeting, the FSOC also approved a final rule regarding the procedures for designation of 
financial market utilities (FMU). An FMU designated by the FSOC as systemicaily important 
would be subject to the heightened prudential and supervisory provisions of Title VIll of Dodd- 
Frank. This final rule follows the Council’s issuance of an Advanced Notice of Proposed 
Rulemaking (ANPR) in November of 2010 and a Notice of Proposed Rulemaking (NPR) in 
March 2011. The Council solicited and reviewed public comment to inform the rule, and 
provided a transparent process by which interested parties could engage in the rulemaking 
process. 

In addition, the FSOC released its statutorily required study evaluating the potential effect of 
imposition of haircuts on fully secured creditors of a financial company under the new Title II 
orderly liquidation authority (OLA). The report concludes that the combination of the OLA and 
the new prudential supervision of the largest, most interconnected firms under Title I, can be 
used to address the goals of market discipline and taxpayer protection effectively without the 
need for secured creditor haircuts. 

The FSOC is also actively engaged in of the establishment of effective criteria and procedures 
for nonbank designations. The Council issued an ANPR in October 2010 and an NPR in January 
2010. The FSOC received significant input from interested parties in this rulemaking process in 
an effort to develop a consistent approach that incorporates both quantitative and qualitative 
criteria. The Council plans to provide additional guidance regarding the criteria for designations. 
The guidance will include specific metrics that will help provide clarity on the FSOC’s 
evaluation of firms for potential designation, and will outline both the quantitative and 
qualitative elements of the analytical framework to be used. The designation process will 
employ the judgment of the council’s members based on a comprehensive understanding of a 
firm’s risks. I anticipate that this proposed guidance will be issued for public comment in the 
near future. 

Office of Financial Research 

Dodd-Frank established the Office of Financial Research to improve the quality of financial data 
available to policymakers and the public, and to facilitate more robust and sophisticated analysis 
of the financial system. 

The search for an OFR Director is ongoing and a high priority for the Administration. The 
Administration is evaluating candidates based on a combination of strong analytical ability. 
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knowledge about financial markets, management experience, and communication skills. In the 
interim, Richard Berner, who has been hired as a Counselor to the Treasury Secretary, is leading 
our efforts to stand-up the office. 

The OFR is making progress in the establishment of its research team and network, which will 
include academics from across the country and in a variety of disciplines. Leading academics 
and quantitative finance experts are lending their experience and knowledge to help establish the 
OFR’s research operation, including its structure, agenda, and fellowship programs. They also 
are working on and guiding specific research projects, including those that will support the 
FSOC’s monitoring of risks to the financial system. 

We project that by the end of September, the OFR will have about 60 full-time employees. 
Treasury is committed to providing this implementation team with needed support and guidance, 
and 1, along with other senior Treasury officials, meet with the team weekly to make sure 
priorities are identified, progress is measured and that the stand-up of the OFR is well-executed. 

As the OFR continues to recruit additional highly-qualified individuals to lead and support its 
work, currently staff are already working with regulators and industry to standardize financial 
reporting. The OFR’s first step in this direction has been to promote the establishment of a legal 
entity identifier (LEI) system. This public-private initiative, which was launched in November 
2010, will create a global standard for the identification of parties to financial transactions. Such 
a standard will improve the abilities of regulators and firms to manage counterparty risk, assure 
the integrity of business practices, and lower processing costs for financial transactions. 

Over the past few months, the OFR has made great strides in gaining private sector support and 
global consensus around its LEI initiative. This month, a global coalition of market participants 
and their members published recommendations for how to best adopt the LEI. U.S. regulators are 
also working with their international counterparts to develop a consistent approach for the 
adoption of the LEI. And just earlier this week, the Financial Stability Board released a public 
statement affirming its support for efforts by financial regulators and industry to establish an 
LEI, and agreeing to arrange a workshop this fall to discuss the issues that will need to be 
addressed and on how best to coordinate next steps forward. 

In addition to these efforts, OFR staff is supporting the work of the FSOC. This includes 
providing data and analysis to help develop the analytical framework for FSOC’s evaluation of 
nonbank financial companies for designation and its annual report. The OFR is also working 
with FSOC member agencies to fulfill data-related requirements from Dodd-Frank. 

Additionally, the OFR is working with regulators to catalogue the data they already collect to 
ensure the OFR relies on existing data whenever possible. The OFR will help government get 
the most out of existing data by facilitating sharing among agencies. 

Consumer Financial Protection Bureau 

While the FSOC and OFR are designed to help monitor and address risk in the broader financial 
system, the Consumer Financial Protection Bureau was created to address a specific gap in our 
regulatory structure — the need for a single agency dedicated to consumer protection. 
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Before the President signed the Dodd-Frank Wall Street Reform and Consumer Protection Act, 
consumer financial protection had not been the primary focus of any federal agency, and no 
agency had effective tools to set the rules for and oversee the whole market, The consumer 
agency was created to increase government accountability and efficiency by consolidating 
consumer financial protection authorities that had existed across seven different federal agencies 
into one. The CFPB will work to make sure that consumers have the information they need to 
understand the terms of their agreements with financial companies. It will also work to make 
regulations and guidance as clear and streamlined as possible in order to ease the burden on 
providers of consumer financial products and services. 

In addition to attracting extremely qualified staff from industry, the private sector, and academia, 
the Bureau has developed an organizational design that will provide the infrastructure needed to 
meet its responsibilities in the months and years ahead. Key divisions within this structure 
include; 

• consumer engagement and education - to provide, through a variety of initiatives and 
methods, information to consumers that will allow them to make the decisions that are 
best for them; 

• supervision, fair lending and enforcement - to ensure compliance with federal consumer 
financial laws by supervising market participants and bringing enforcement actions when 
appropriate; 

• research, markets, and regulations - to understand consumer financial markets and 
consumer behavior and to evaluate whether there is a need for regulation and the costs 
and benefits of potential or existing regulations; and 

• external affairs - to ensure that the CFPB maintains robust dialogue with various 
stakeholders that have an interest in its work in order to promote understanding, 
transparency, and accountability. 

The CFPB has received favorable recognition of its stand-up efforts. Notably, the Inspectors 
General of the Federal Reserve Board and the Department of the Treasury recently issued a 
strongly positive joint review of the CFPB’s stand-up efforts. The report noted that the CFPB 
identified and documented implementation activities critical to its functions and necessary to 
address Dodd-Frank requirements. The report found that the CFPB developed and implemented 
appropriate plans for the transfer occurring today, and that the CFPB communicated this 
planning and implementation to stakeholders and other consumer regulatory agencies. 

Today, the Bureau takes over federal consumer financial supervision of our nation’s 1 1 1 largest 
depository institutions and their affiliates. The CFPB supervision program is charged with 
finding, mitigating, and remedying risks to consumers. Importantly, the CFPB’s examination 
process will strive for transparency, efficiency, and fairness. The Bureau will communicate with 
institutions throughout its examination cycle, meet with management to discuss findings and 
conclusions prior to finalizing an exam report, and share aggregate exam findings, including 
industry guidance, in quarterly public reports 
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In May, the CFPB launched the Know Before You Owe project, an effort to combine two 
federally required mortgage disclosures into a single, simpler form that makes the costs and risks 
of the loan clear and allows consumers to comparison shop for the best offer. The CFPB began 
testing two alternate prototype forms that are designed to be given to consumers who have just 
applied for a mortgage loan. This testing — ^which will continue in the coming months and 
involve one-on-one interviews with consumers, lenders, and brokers — will precede and inform 
the CFPB’s formal rulemaking process. The CFPB also has posted the prototypes on its website 
with an interactive tool to gather public input about the designs. 

Under the leadership of Holly Petraeus, a longtime advocate for military families, the CFPB has 
worked hard to get an early start on helping servicemembers navigate the unique circumstances 
that affect their finances. Under Holly’s leadership, the CFPB has entered into an agreement with 
the Judge Advocate Generals of all the armed services regarding the protection of 
servicemembers from financial abuse. 

The CFPB has begun second stage testing of a consumer response center. Initially, the consumer 
response center will assist those with credit card complaints. Over the course of the next year, the 
Bureau will add more products to the consumer response system. As the CFPB builds its 
infrastructure, the Bureau will work in coordination with the prudential regulators to address 
other complaints. 

The CFPB released two reports this week, which address issues central to consumer protection, 
meeting the congressional deadlines set by the Wall Street Reform and Consumer Protection Act. 
The first study examines the variations between the credit scores sold to creditors and those sold 
to consumers by certain consumer reporting agencies. The second report focuses on how a 
consumer’s remittance history could be used to enhance her credit score, the impediments to 
using a consumer’s remittance history in this way, and recommendations on ways to maximize 
transparency and disclosure to consumers of exchange rates used for remittance transfers. 

This week. President Obama has nominated Richard Cordray to be the first Director of the 
CFPB. Mr. Cordray is currently the Chief of Enforcement at the CFPB. Previously, he served as 
Attorney General of Ohio and earned a reputation as one of America's strongest advocates for the 
interests of consumers. Prior to his tenure as Ohio’s Attorney General, Mr. Cordray developed 
significant experience in finance and the law while serving as Treasurer and Solicitor General of 
Ohio, and serving in both the Clinton and Bush Justice Departments. Richard Cordray is an 
outstanding public servant whose career has centered on fighting for middle class families, and 
we hope that the Senate will move expeditiously to confirm him. 

Challenges Ahead 

We face a number of challenges as we move forward to complete reform of our financial system. 

• We must continue to move forward, quickly but carefully, to implement the law. 

Continued progress is crucial to giving financial institutions and markets the clarity they 
need to do business effectively and help our economy grow. At the same time, we will 
continue to prioritize quality over speed, and we will take the time we need to get it right. 
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• We must make sure our efforts are coordinated. Without coordination, we risk the 
formation of gaps like those that contributed to the crisis. Coordination will help prevent 
regulatory arbitrage, and it will also help provide market participants with clarity and 
consistency. The better job we do of making sure regulations fit together when areas of 
finance overlap, the easier it will be for everyone to understand them. The Secretary of 
the Treasury, as Chair of the Financial Stability Oversight Council, believes that 
coordination among regulators is a top priority, 

• We must take care to recognize important distinctions in our financial system, A key 
objective of reform is to regulate institutions in a manner appropriate to the risks that they 
pose to the system, A small bank, for example, cannot and should not have to comply 
with the same set of rules as a large financial firm, and as we implement reform, we will 
continue to avoid a one-size-fits-all approach, 

• We must continue to improve the quality of regulation as we implement Dodd-Frank, In 
January, President Obama issued an Executive Order directing executive agencies to 
streamline and simplify regulations, seeking to ensure cost-effective, evidence-based 
regulations that are compatible with economic growth, job creation, and competitiveness. 
And this month, the President issued a second Executive Order encouraging each 
independent regulatory agency to develop a plan under which the agency will 
periodically review its existing significant regulations to determine whether any such 
regulations should be modified, streamlined, expanded, or repealed so as to make the 
agency's regulatory program more effective or less burdensome in achieving the 
regulatory objectives. The implementation of comprehensive reform provides financial 
regulators with a tremendous opportunity. We should therefore work to remove rules that 
overlap or conflict, ones that are outmoded in today’s financial system, and ones that do 
not make sense in the context of the new law, 

• We must continue to work closely with our international partners to create a level playing 
field and avoid a race to the bottom. Strong international cooperation, with the U,S, 
playing a leadership role will be central to the success of global reform. In particular, we 
will continue to promote international consistency in areas such as OTC derivatives, and 
financial institutions’ liquidity, leverage, and capital. We need a high set of global 
standards, so that risk cannot simply shift to other markets, 

• We must make sure that regulators have the funding they need to do their jobs. Cutting 
funding for regulators, especially at a time when they are charged with putting in place an 
historic and essential set of reforms, will undermine their ability to protect the financial 
system and our broader economy. Funding for the regulators is an absolutely necessary 
insurance policy on our financial health, because the costliest system of all is one that is 
prone to collapse. We cannot afford not to provide regulators with the resources they 
need. 
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Conclusion 

A year ago, in the wake of a catastrophic financial crisis. Congress passed and the President 
enacted a law to reform our financial system. These reforms were an obligation, not a choice. 
Without them, we could not build the financial system we need — a financial system with the 
stability and the resilience necessary to support our economy and protect it in times of stress. 

Our country needs a financial system that is stronger and more robust, and also promotes 
innovation, fosters growth, and creates jobs — a system that channels capital effectively to 
businesses and to consumers. 

We do not have to choose between stability and growth. Rather, they are both key ingredients to 
a healthy economy, and our careful, balanced approach to implementation recognizes the 
importance of both. But if we are to succeed in creating a system with both strength and 
dynamism, we must continue to move forward. We must complete our implementation of the 
Dodd-Frank Act. 
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Chairman Johnson, Ranking Member Shelby, and other members of the Committee, 
thank you for the opportunity to testify on the first anniversary of the Dodd-Frank Wall Street 
Reform and Consumer Protection Act of 2010 (Dodd-Frank Act). ' 

On this armiversary, it is worth reminding ourselves of why the Congress passed 
sweeping financial reforms a year ago. The financial crisis of 2008-09 was unprecedented in its 
scope and severity. Some of the world’s largest financial firms collapsed or nearly did so, 
sending shock waves through the highly interconnected global financial system. Critical 
financial markets came under enormous stress. Asset prices fell sharply and flows of credit to 
American families and businesses were disrupted. The crisis, in turn, wreaked havoc on the U.S. 
and global economies, causing sharp declines in production and trade and putting millions out of 
work. Extraordinary actions by authorities around the world helped stabilize the situation, but, 
nearly three years later, the recovery from the crisis in the United States and in many other 
countries remains far from complete. 

In response to the crisis, we have seen a comprehensive re-thinking and reform of 
financial regulation, both in the United States and around the world. Among the core objectives 
of both the Dodd-Frank Act and the global regulatory reform effort are: enhancing regulators’ 
ability to monitor and address threats to financial stability, strengthening both the prudential 
oversight and resolvability of systemically important financial institutions (SIFIs), and 
improving the capacity of financial markets and infrastructures to absorb shocks, I will briefly 
discuss each of these objectives. 

First, to help regulators better anticipate and prepare for threats to financial stability, 
legislatures in both the United States and other developed economies have instructed central 

^ An appendix to this testimony provides details on the Federal Reserve’s progress in meeting its 
responsibilities under the Dodd-Frank Act. 
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banks and regulatory agencies to adopt what has been called a macroprudential approach to 
supervision and regulation— that is, an approach that supplements traditional supervision and 
regulation of individual firms or markets with explicit consideration of threats to the stability of 
the financial system as a whole. Under a macroprudential approach, regulators are enjoined not 
only to look for emerging financial risks but also to try to identify structural weaknesses or gaps 
in the regulatory system, thereby helping the regulatory framework keep pace with financial 
innovation and other market developments. 

As you know, the Dodd-Frank Act created a council of regulators, the Financial Stability- 
Oversight Council, to coordinate efforts to identify and mitigate threats to U.S. financial stability 
across a range of institutions and markets. The Council’s monitoring efforts are well under way, 
and this new organization has contributed to what has been a very positive atmosphere of 
consultation and coordination among its member agencies. The Council is also moving forward 
with its rulemaking responsibilities, including rules under which it will be able to designate 
systemically important nonbank financial institutions and financial market utilities for additional 
supervisory oversight, including by the Federal Reserve, For its part, the Federal Reserve has 
also made organizational changes to promote a macroprudential approach to regulation. Among 
these changes is the establishment of high-level, multidisciplinary working groups to oversee the 
supervision of large, complex banking firms and financial market utilities, with a strong focus on 
developments that have implications for financial stability. We have also created an Office of 
Financial Stability Policy and Research to help coordinate our efforts to identify and analyze 
potential risks to the broader financial system and to serve as liaison with the Council. 

A second major objective of financial reform is to mitigate the threats to financial 
stability posed by the too-big-to-fail problem. Here the Dodd-Frank Act takes a two-pronged 
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approach. The first prong empowers the Federal Reserve to reduce a SIFI’s probability of failure 
through tougher prudential regulation and supervision, including enhanced risk-based capital and 
leverage requirements, liquidity requirements, single-counterparty credit limits, stress testing, an 
early remediation regime, and activities restrictions. The Federal Reserve and other agencies 
face the ongoing challenge of aligning domestic regulations with international agreements, 
including the Basel 111 requirements for globally active banks. These efforts are going well; in 
particular, the Federal Reserve expects to issue proposed rules on the oversight of SIFls later this 
summer and, working with other banking agencies, is on schedule to implement Base! III. 

Ending too-big-to-fail also requires allowing a SlFl to fail if it cannot meet its 
obligations-and to do so without inflicting serious damage on the broader financial system. 

Thus, the second prong of the Dodd-Frank Act’s effort to end too-big-to-fail empowers the 
Federal Reserve and the Federal Deposit Insurance Corporation (FDIC) to reduce the effect on 
the system in the event of a SlFTs failure through tools such as the new orderly liquidation 
authority and improved resolution planning by firms and supervisors. In particular, the Federal 
Reserve is working with the FDIC to require SIFIs to better prepare for their own resolution by 
adopting so-called living wills. A joint final rule on living wills is expected later this summer. 

Reducing the likelihood of a severe financial crisis also requires strengthening the 
resilience of our financial markets and infrastructure-a third major objective of the Dodd-Frank 
Act. Toward that end, provisions of the act improve the transparency and stability of the over- 
the-counter derivatives markets and strengthen the oversight of financial market utilities and 
other critical parts of our financial infrastructure. We and our colleagues at the Securities and 
Exchange Commission, the Commodity Futures Trading Commission, and other agencies are 
moving this work forward, in consultation as appropriate with foreign regulators and 
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international bodies. The U.S. agencies are also working together to address structural 
weaknesses in areas not specifically addressed by the Dodd-Frank Act, such as the triparty repo 
market and the money market mutual fund industry. 

To be sure, any sweeping reform comes with costs and uncertainties. In implementing 
the statute, the Federal Reserve is committed to the promulgation of rules that are economically 
sensible, appropriately weigh costs and benefits, protect smaller community institutions, and, 
most important, promote the sound extension of credit in the service of economic growth and 
development. A full transition to the new system will require much more work by both the 
public and private sectors, and no doubt we will learn lessons along the way. However, as we 
work together to implement financial reform, we must not lose sight of the reason that we began 
this process; ensuring that events like those of 2008 and 2009 are not repeated. Our long-term 
economic health requires that we do everything possible to achieve that goal. 

Thank you, I would be pleased to take your questions. 
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Testimony on 

“Enhanced Oversight After the Financial Crisis: The Wall Street Reform Act at One Year” 

by 

Chairman Mary L. Schapiro 
U.S. Securities and Exchange Commission 

Before the United States Senate Committee on Banking, Housing and Urban Affairs 

July 21,2011 

Chairman Johnson, Ranking Member Shelby, and members of the Committee: 

Thank you for inviting me to testify on the occasion of the one-year anniversary of the Dodd- 
Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act” or “Act”).' 

This landmark legislation set out to reshape the U.S. regulatory landscape, reduce systemic risk 
and help restore confidence in the financial system. Among other things, the Act brings hedge 
fund and other private fund advisers under the regulatory umbrella of the Investment Advisers 
Act, creates a new whistleblower program, establishes an entirely new regime for the over-the- 
counter (“OTC”) derivatives market, enhances the SEC’s authority over nationally recognized 
statistical rating organizations (“NRSROs”) and clearing agencies, and heightens regulation of 
asset-backed securities (“ABS”). 

To help fulfill its objective, the Act directs the SEC to write a large number of rules necessary to 
implement the Act and, over the past year, the SEC has accomplished much. Of the more than 
90 mandatory rulemaking provisions, the SEC already has proposed or adopted rules for more 
than two-thirds of them - not including rules stemming from the dozens of other provisions that 
give the SEC discretionary rulemaking authority. Additionally, the SEC has finalized ten of the 
more than twenty studies and reports that it is required to complete under the Act. While the 
Commission has voted unanimously on the vast majority of these rules and studies, specific 
rules, proposals and studies have generated robust debate among Commissioners. Even in the 
instances where the votes were not unanimous, the diverse views and input from Commissioners 
has benefited and strengthened the work product as we try to develop the best possible rules. 

While we have had much success, we are continuing to work diligently to implement all 
provisions of the Act for which we have responsibility - even as we continue to perform our 
longstanding core responsibilities. Indeed, we are well on our way to completing the 
rulemakings and studies assigned to us under the Act. 

In my prior testimony before this Committee on Dodd-Frank Act implementation, I outlined our 
efforts to modernize our internal processes to enable us to better accomplish both our preexisting 
responsibilities and those added by the Act. Among others, these efforts include the creation of 
new cross-disciplinary working groups; our focus on increasing transparency, consultation and 


‘ The views expressed in this testimony are those of the Chairman of the Securities and Exchange Commission and 
do not necessarily represent the views of the full Commission. 
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public input; and the forging and strengthening of collaborative relationships with other federal 
regulators and our international counterparts. To date, we have participated in scores of 
interagency and working group meetings, conducted five public roundtables, met with hundreds 
of interested groups and individuals including investors, academics and industry participants, and 
received, reviewed and considered thousands of public comments. 

While some feel we are moving too quickly and others feel we are not moving rapidly enough, 1 
believe we are proceeding at a pace that ensures we get the rules right. And, provided the SEC 
receives the appropriate funding and uses its resources effectively and efficiently, we will be able 
to successfully implement those rules and help further protect investors, as the law intended. 

The progress we have made so far is the result of the exceptional work of my fellow 
Commissioners and our staff, whose extraordinary efforts have enabled us to accomplish so 
much in a relatively short time. While the Dodd-Frank Act added significantly to their 
workload, they have been implementing the Act in a thoughtful, thorough, and professional 
manner. 

My testimony today will provide an overview of these activities, emphasizing the Commission's 
efforts since the Committee’s Dodd-Frank Act implementation hearing in February. 

Hedge Fund and Other Private Fund Adviser Registration and Reporting 

The Commission already has completed a suite of rulemaking under the many Dodd-Frank Act 
amendments to the Investment Advisers Act of 1940 (“Advisers Acf’). Those rules require 
registration and reporting by investment advisers to hedge funds and other private funds. 

Several of those rules, adopted by the Commission on June 22, 2011, become effective today, 
including rules that: 

• require the registration of, and reporting by, advisers to hedge funds and other private 
funds and other advisers previously exempt from SEC registration; 

• require reporting by investment advisers relying on certain new exemptions from SEC 
registration; and 

• reallocate regulatory responsibility to the state securities authorities for advisers that have 
between $25M and SIOOM in assets under management,^ 

The three new Advisers Act exemptions from registration include: (i) advisers solely to venture 
capital funds; (ii) advisers solely to private funds with less than $150 million in assets under 
management in the U.S.; and (iii) certain foreign advisers without a place of business in the U.S. 
and with only a de minimis amount of U.S. business.^ The Commission also approved a rule 


■ See Release No. [A-322 1 , Rules Implementing Amendments to the Investment Advisers Act (June 22, 201 1 ), 
l irtp: ' wvv w.scc.^ov- lili es, final. 2 01 i AA-M2 1 .pdf. 

’ Release No. lA-3222 Exemptions for Advisers to Venture Capital Funds. Private Fund Advisers With Less 
Than SI 50 Million in Assets Under Management, and Foreign Private Advisers (June 22, 2011), 
http 2 ’ \vww..sec.ucvvruies.-'tlnai-20 1 i .■l.A-3222-pdf . 
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defining “family offices” - a group that historically has not been required to register as 
advisers - that excludes private advisers to a single family from the definition of investment 
adviser. The Commission also defined “venture capital fund” as required by the Act. 

As a result of these rules, both regulators and the public will have access to identifying data and 
an operational overview of private fund advisers and the hedge funds and other funds they 
manage. 

In addition, on January 26, 201 1, in a joint release with the CFTC, the Commission proposed a 
new rule that would require hedge fund advisers and other private fund advisers to report 
systemic risk information on a new form — Form PF.^ This new form requires the non-public 
reporting of information about private funds managed by advisers for the purpose of the 
assessment of systemic risk by the Financial Stability Oversight Council (“FSOC”), as provided 
in Title IV of the Dodd-Frank Act. 

Also, this month, the Commission issued an order that raises, to adjust for inflation, the dollar 
amount thresholds in Rule 205-3 under the Advisers Act, that determine whether an investment 
adviser can charge its clients performance-based compensation.^ The Commission also has 
proposed related amendments to the rule that would specify the method for calculating future 
inflation adjustments of these dollar amount thresholds, and exclude the value of a client’s 
primary residence from the calculation of net worth. ^ 

Staff Studies Regarding Investment Advisers and Broker-Dealers 

In January, the Commission submitted to Congress two staff studies in the investment 
management area as required under the Dodd-Frank Act. 

The first study, mandated by Section 914, analyzed the need for enhanced examination and 
enforcement resources for investment advisers that are registered with the Commission.* It 
found that the Commission likely will not have sufficient capacity in the near or long term to 


■' See Release No, I A-3220, Family Offices (June 22, 20 1 1 ), litip:/ .''w ww..sec.i!Qv/rules 'rinal /ia-.'t220.Dd1'. 

^ See Release No. IA-3 1 45, Reporting by Investment Advisers to Private Funds and Certain Commodity Foot 
Operators and Commodity Trading Advisors on Form Pf (January 26, 2011), 
hltn: Vwwvv. sec. uov-rules proposed 20 1 1 ia -.J 1 J.S.pdf . 


‘ See Release No, IA-3236 (July 12, 2011). 

^ 5ee Release. No. Investment Adviser Performance Compensation AtAey 10,2011), 

http://www.sec.gov/rules/proposed/201 l/ia-3 198.pdf. 

® See Study on Enhancing Investor Adviser Examinations (January 2011), 

http:/:ww'\v..sec-uov. news, studies 20 1 1 /9 1 Jstu clvfina t.pdt: see also Commissioner Eiisse B. Walter, Statement on 
Study Enhancing Investment .Adviser Examinations (Required by Section 914 of Title IX of the Dodd-Frank Wall 
Street Reform and Consumer Protection Act) (Jan. 2010), 
http://wwvv.sec. gov'nevvs/spcech-201 l/ spchOl 191 iebw .pdf . 
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conduct effective examinations of registered investment advisers with adequate frequency, 
Therefore, the study stated that the Commission’s examination program requires a source of 
funding that is adequate to permit the Commission to meet new examination challenges and 
sufficiently stable to prevent adviser examination resources from continuously being outstripped 
by growth in the number of registered investment advisers. 

The study highlighted the following three options to strengthen the Commission’s investment 
adviser examination program: (1) imposing user fees on Commission-registered investment 
advisers to fund their examinations; (2) authorizing one or more self-regulatory organizations 
that assess fees on their members to examine, subject to Commission oversight, all Commission- 
registered investment advisers; or (3) authorizing FINRA to examine a subset of advisers -- i.e., 
dually registered investment advisers and broker-dealers - for compliance with the Advisers 
Act. 

The second staff study, as required by Section 91 3 of the Dodd-Frank Act, addressed the 
obligations of investment advisers and broker-dealers.’ This study reviewed the broker-dealer 
and investment adviser industries, the regulatory landscape surrounding each, issues raised by 
stakeholders who commented during the preparation of the report, and other considerations. 

The study made two primary recommendations: that the Commission (1) exercise its 
discretionary rulemaking authority to implement a uniform fiduciary standard of conduct for 
broker-dealers and investment advisers when they are providing personalized investment advice 
about securities to retail investors; and (2) consider harmonization of broker-dealer and 
investment adviser regulation when broker-dealers and investment advisers provide the same or 
substantially similar services to retail investors and when such harmonization adds meaningfully 
to investor protection. 

Under Section 913, the uniform fiduciary standard to which broker-dealers and investment 
advisers would be subject would be “no less stringent” than the standard that applies to 
investment advisers today. 

As the study notes, the distinction between an investment adviser and a broker-dealer is often 
lost on investors and it remains difficult to justify why there should be different rules and 
standards of conduct for the two roles - especially when the same or substantially similar 
services are being provided. Investment professionals’ first duty must be to their clients, and we 
look forward to implementing the study’s recommendations. 

Whistleblower Program 

Section 922 of the Dodd-Frank Act established a whistleblower program that requires the SEC to 
pay an award to eligible whistleblowers who voluntarily provide the agency with original 


’ See Study on Investment Advisers and Broker-Dealers (January 20 1 1 ), 

imp: WWW. sec.gov. news. studies 20! t 9i3siudvn nat. pdf: see also Statement by SEC Commissioners Kathleen L. 
Casey and Troy A. Paredes Regarding Study on Investment Advisers and Broker-Dealers (January 21, 201 1), 
http: wvvvv.secg’ov ne\vs,‘si)eccii 20i l.snchOI22i i kictap.h tm. 
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information about a violation of the federal securities laws that leads to the successful 
enforcement of an SEC action. 

in May, the Commission adopted final rules to implement the new program.'® The rules outline 
the process by which individuals can apply for awards, describe the Commission’s procedures 
for making decisions on claims, generally explain the scope of the whistleblower program to the 
public and define certain critical terms. 

There were many complex policy considerations associated with the promulgation of these rules. 
These included, for example, whether the program should reward culpable whistleblowers who 
participated in the alleged misconduct, and whether the rules should require employees to first 
report possible violations through their employer’s internal compliance procedures before 
coming to the SEC. The Commission’s proposed rules provoked strongly held and diverse views 
on these and a number of other significant topics. The proposal underwent a robust comment 
process, which included hundreds of comment letters from various interested constituencies 
including whistleblower advocacy groups, public companies, corporate compliance personnel, 
professional associations, and individual investors. 

Perhaps the most vigorously-debated issue was the effect of the whistleblower program on 
internal corporate compliance processes. Many advocated that the Commission require 
whistleblowers to report violations through their employers’ internal compliance systems before 
or at the same time they report to the SEC in order to qualify for an award. After careful 
consideration, the Commission concluded that an absolute requirement that whistleblowers 
report internally to qualify for an award would be detrimental to the SEC’s enforcement 
program. 

Requiring whistleblowers to first reveal incriminating information to the very persons they may 
be suggesting acted unlawfully would significantly decrease the likelihood of whistleblowers 
coming forward. That is why the rules leave the decision as to whether or not to report internally 
in the hands of the person best equipped to make that decision - the whistleblower, considering 
the circumstances of his or her individual situation. But, recognizing the significant value that 
effective corporate compliance programs deliver in identifying, remediating, and deterring 
wrongdoers, the rules include a number of provisions designed to incentivize whistleblowers to 
utilize their companies’ internal compliance and reporting systems, when appropriate, by 
increasing the likelihood and potential recovery for an award in instances where a whistleblower 
chooses to report internally first. 

The whistleblower rules reflect a thoughtful and thorough weighing of the comments that were 
received and a careful balancing of these and many other important policy considerations. 
Although it is too early to assess the impact of our new whistleblower program, the agency is 
already seeing the effects of the whistleblower provisions in the quality of tips we are getting. 
While the SEC has a history of receiving high volumes of tips and complaints, the quality of the 
tips has improved since the enactment of Section 922, and this trend is expected to continue. 


See Release No. 34-64545, Implementation of the Whistleblower Provisions of Section 21 F of the Securities 
Exchange Act of 1934 (May 25, 2011), h ttir//\vw\v.sec.i>ov.miles/rin a l''20l 1 3 4-64 54.5. ndf. 
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Section 924 of the Dodd-Frank Act also required the SEC to establish an office to administer the 
whistleblower program. The new Office of the Whistleblower is now staffed and busy reviewing 
whistleblower complaints. Due to budgetary constraints, the office has been staffed by detailing 
current Commission staff from their normal responsibilities until we can hire permanent staff 

Additional Investor Protection Provisions 

Nationwide Service of Process: The SEC is seeing the benefits of the many other enforcement- 
related investor protection provisions contained in the Dodd-Frank Act. For example. Section 
929E allowed for nationwide service of process so that the SEC can compel a witness to appear 
at trial anywhere in the United States. Already, this authority has enabled our trial team to 
subpoena and present witnesses’ live testimony, and ultimately prevail, in the recent SEC v. 
Delphi trial. 

Live testimony can be invaluable in litigating securities law violations, which often turn on the 
credibility of those testifying. Our trial teams have also used the new provision to subpoena 
documents, which enables them to more efficiently present documentary evidence. 

Collateral Bars: With respect to new sanctions available to the Commission, the Dodd-Frank 
Act provides the SEC with the authority to bar or suspend persons - who have engaged in 
misconduct in one industry that the Commission regulates — from other industries that the 
Commission regulates. Since the enactment of Section 925, the Commission has used this 
“collateral bar” authority to impose broad prophylactic relief to provide more effective protection 
to investors. 

In one example, the Commission last month imposed cross-industry sanctions against a Swiss 
trader employed by a registered broker-dealer and investment adviser for engaging in insider 
trading that netted him illegal profits of almost $1.2 million.*' Prior to the enactment of Dodd- 
Frank, the Commission would have been able to bar the respondent from the broker-dealer 
industry, but it would not have been able to similarly protect investors in any of the other 
industries we regulate. Using the new authority, the Commission was able to extend the 
protection to other vulnerable investors by barring the respondent from associating with any 
broker, dealer, investment adviser, municipal securities dealer, transfer agent, municipal advisor, 
or nationally recognized statistical ratings organization. 

In another example, just last week, the Commission sanctioned an unregistered broker for his 
role in an offering fraud and Ponzi scheme that raised at least $2.5 million from approximately 
75 investors.'^ Under Section 925, the Commission was able to bar this person from associating 
with any transfer agent, broker, dealer, investment adviser, municipal securities dealer, municipal 
advisor, or nationally recognized statistical rating organization. 


’ ' See In the Matter of Giuseppe Tullio Abatemarco, Release No. 34-64600 (June 3. 201 1} 
t hrirf it'W \r sec.eov lit ieniton adm in' 201 1 3 4- 64600. mlt) . 

See in the Matter of Gregory D. Wood. Release No. 34-64873 (July 13, 201 1} 

(htlo. H ii'iy .-.ec.eto'. lilieution adniiirJOl 1 34-6 4873.1x11). 
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Penalties in Cease and Desist Proceedings: The Commission also has used the authority 
granted in Dodd-Frank Section 929P(a) to impose penalties in administrative cease and desist 
actions against non-regulated individuals and entities. Although the Commission could impose 
penalties against regulated persons administratively prior to Dodd-Frank, it could obtain 
penalties against non-regulated persons only in enforcement actions filed in district court. The 
Act now permits the Commission to obtain penalties against non-regulated violators of the 
federal securities laws in either forum. 

In one recent example of our exercise of this authority, the Commission imposed a $200,000 
administrative penalty against Hudson Highland Group, Inc. for its failures to maintain 
appropriate internal controls and books and records relating to its sales tax liabilities that resulted 
in a $3.9 million tax liability for the corporation.'^ Prior to the Dodd-Frank Act, the 
Commission would not have been able to impose a penalty against Hudson in a cease-and-desist 
proceeding; that sanction would only have been available in a district court action. Accordingly, 
to obtain full relief, the Commission would have had to either file the entire action in district 
court or, alternatively, file two separate actions - one administrative and one civil. With the new 
authority granted in Section 929P(a), the Commission no longer has to file multiple actions or 
abandon what may be the more appropriate forum in order to obtain an appropriate penalty. 

Greater Access to Foreign Papers: The Dodd-Frank Act’s amendments to Sarbanes-Oxley 
Section 1 06 require foreign accounting firms that perform work for a domestic registered public 
accounting firm to designate an agent for service of process to allow both the SEC and the 
PCAOB to serve requests for documents and enforcement pleadings that may arise out of a 
violation of Section 1 06. This provision, which has aided our enforcement efforts, resolves a 
significant impediment to ensuring that the SEC will have the ability to serve requests for 
documents expeditiously. 

OTC Derivatives 

Among the key provisions of the Dodd-Frank Act are those that will establish a new oversight 
regime for the OTC derivatives marketplace. Title VII of the Act requires the SEC to work with 
other regulators - the Commodity Futures Trading Commission (“CFTC”) in particular - to 
write rules that: 

• Address, among other things, mandatory clearing, the operation of trade execution 
facilities and data repositories, business conduct standards for certain market 
intermediaries, capital and margin requirements, and public transparency for transactional 
information; 

• Improve transparency and facilitate the centralized clearing of swaps, helping, among 
other things, to reduce counterparty risk and systemic risk that results from exposures by 
market participants to uncleared swaps; 

• Enhance investor protection by increasing security-based swap transaction disclosure and 
helping to mitigate security-based swap conflicts of interest; and 


See In the Matter of Hudson Highland Group, Inc., Release No. 34-63688 (Jan. 10. 201 1) 
(http.'.t/www. sec. gov/lttigation/admin.'''20 1 1/3 4-63688.pdJ). 
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• Allow the OTC derivatives market to continue to develop in a more transparent, efficient, 
and competitive manner. 

Title VII Implementation to Date 

To date, the SEC has proposed rules in twelve areas required by Title Vil: 

• Rules prohibiting fraud and manipulation in connection with security-based swaps; 

• Rules regarding trade reporting, data elements, and real-time public dissemination of 
trade information for security-based swaps that would lay out who must report security- 
based swaps, what information must be reported, and where and when it must be 
reported;' 

• Rules regarding the obligations of security-based swap data repositories that would 
require them to register with the SEC and specify the extensive confidentiality and other 
requirements with which they must comply;'^ 

• Rules relating to mandatory clearing of security-based swaps that would establish a 
process for clearing agencies to provide information to the SEC about security-based 
swaps that the clearing agencies plan to accept for clearing;'^ 

• Rules regarding the exception to the mandatory clearing requirement for hedging by end 
users that would specify the steps that end users must follow, as required under the Act, 
to notify the SEC of how they generally meet their financial obligations when engaging 
in security-based sw'ap transactions exempt from the mandatory clearing requirement; ' 

• Rules defining and regulating security-based swap execution facilities, which specify 
their registration requirements, and establish the duties and implement the core principles 
for security-based swap execution facilities specified in the Act;’’ 

• Joint rules with the CFTC regarding the definitions of swap and security-based swap 
dealers, and major swap and security-based swap participants;^” 


'* See Release No. 34-63236, Prohibition Against Fraud, Manipulation, and Deception in Connection with 
Security-Based Swaps (November 3, 2010), lm n;/. wmv scc.i:ov-i ules, i)i or>osc'd. 20IO. .i4-632 .t(i ,inH'. 

See Release No. 34-63346, Regulation SBSR— Reporting and Dissemination of Security-Based Swap information 
(November 1 9, 201 0), http: Av\vw.sccM:ov ’ruk‘s‘oronosed'2010 34-63346.n6f . 

See Release No. 34-63347, Security-Based Swap Data Repository Registration, Duties, and Core Principles 
(November 19, 2010), h up: Vt ww.sce.ttov rules 'prtmtist'd. 2010 .34-63 3 47. ptif . 

See Release No. 63557, Process for Submissions for Review of Security-Based Swaps for Mandatory Clearing 
and Notice Filing Requirements for Clearing Agencies: Technical Amendments to Rule l9h-4 and Form 19b-4 
Applicable to All Self-Regulatory Organizations (December 1 5, 2010), 

6.''.S5 7 ,pd1 . 

See Release No. 34-63556, End-User Focception of Mandatory Clearing of Security-Based Swaps (December 15, 

2010), lit0r viww>v,sec 

See Release No. 34-63825, Registration and Regulation of Security-Based Swap Focecution Facilities (February 
2, 2011), !mD:/.'vvvv w,scc.i’Ov-’iuies,mr opo>ed.-201 1.04-63825. pdf . 
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• Rules regarding the confirmation of security-based swap transactions that would govern 
the way in which certain of these transactions are acknowledged and verified by the 
parties who enter into them;^' 

• Rules regarding certain standards that clearing agencies would be required to maintain 
with respect to, among other things, their risk management and operations;’’ 

• Joint rules with the CFTC regarding further definitions of the terms “swap”, “security- 
based swap,” and “security-based swap agreement”; the regulation of mixed swaps; and 
security-based swap agreement recordkeeping;^^ 

• Rules regarding business conduct that would establish certain minimum standards of 
conduct for security-based swap dealers and major security-based swap participants, 
including in connection with their dealings with “special entities”, which include 
municipalities, pension plans, endowments and similar entities;^"' and 

• Rules intended to address conflicts of interest at security-based swap clearing agencies, 
security-based swap execution facilities, and exchanges that trade security-based swaps. 

The Commission also adopted an interim final rule regarding the reporting of outstanding 
security-based swaps entered into prior to the date of enactment of the Dodd-Frank Act,^^ This 
interim final rule notifies certain security-based swap dealers and other parties of the need to 
preserve and report to the SEC or a registered security-based swap data repository certain 
information pertaining to any security-based swap entered into prior to the July 21, 2010 passage 
of the Dodd-Frank Act and whose terms had not expired as of that date. 

In addition, in order to facilitate clearing of security-based swaps, the Commission proposed 
rules providing exemptions under the Securities Act, the Exchange Act, and the Trust Indenture 


See Release No. 34-63452, Further Definition of "Swap Dealer, " "Security-Based Swap Dealer " "Major Swap 
Participant. ""Major Security-Based Swap participant" and "FJigible Contract Participant" (December 7, 2010), 
I nto: .■'\vvvvv.scc.r:ov vules..'DroDoscd 20l0.-'34-6.t452.Ddr . 

See Release No. 34-63727, Trade Acknowledgment and Verification on Security-Based Swap Transactions 
(January 14, 201 1), littn://wwvv.scc.gov/i'ules.mronose(l/20l I •34-63727. pdf . 

See Release No. 34-64017, Clearing Agency Standards for Operation and Governance (March 2, 2011), 
httn: /wvvvv. sec. ao v rules pronoscd 20 1 1 .,14-640 1 7.ixtf . 

See Release No. 33-9204, Further Definition of "Swap, " "Security-Based Swap. " and "Security-Based Swap 
Agreement Mixed Swaps; Security-Based Swap Agreement Recordkeeping (April 27, 2011), 
http: Vwvvvv.sec-aov.r'uics 'pronoscd 20 1 1/33 -9204. udf . 

See Release No. 34-64766, Business Conduct Standards for Security-Based Swaps Dealer and Major Security- 
Based Swap Participants (June 29, 201 1 1. hTin:/,%w w.sec.eov/rt ilesr protto sed. t20 1 1 . 34-64766. nd f. 

See Release No. 34-63 1 07, Ownership Limitations and Governance Requirements for Security-Based Swap 
Clearing Agencies. Security-Based Swap Execution Facilities, and National Securities Exchanges with Respect to 
Security-Based Swaps under Regulation MC (October 1 4, 20 1 0), Impi/.'vvvvw .sce.aov.'ru les 'nroftosed 20i0• .14- 
6.t H)7.pd f. 


“ See Release No. 34-63094, Reporting of Security-Based Swap Transaction Data (October 13, 2010), 
http pwr*, s cc.eo v. ruies'i ntcr liii '2t)l I 34-63094.061'. 
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Act of 1939 for security-based swaps transactions involving certain clearing agencies satisfying 
certain conditions.^’ We also readopted certain of our beneficial ownership rules to preserve 
their application to persons who purchase or sell security-based swaps,’* 

Next Steps for Implementation of Title VII 

While the Commission has made significant progress to date, much remains to be done to fully 
implement Title VII. First, there is a need to complete the core elements of our proposal phase, 
focusing in particular on rules related to the registration and financial responsibility of security- 
based swap dealers and major security-based swap participants. 

In addition, because the OTC derivatives market has grown to become a truly global market in 
the last three decades, we must continue to evaluate carefully the international implications of 
Title VII. Rather than deal with these implications piecemeal, we intend to address the relevant 
international issues holistically in a single proposal. The publication of such a proposal would 
give investors, market participants, foreign regulators, and other interested parties an opportunity 
to consider as an integrated whole our proposed approach to the registration and regulation of 
foreign entities engaged in cross-border transactions involving U.S. parties. 

More broadly, the SEC has been working with our fellow regulators and with market participants 
to consider implementation timeframes that are reasonable for the various rulemakings, and we 
are reviewing what steps market participants will need to take in order to comply with our 
proposed rules. These discussions are vital to establishing a coordinated implementation 
timeline that is workable. 

After proposing all of the key rules under Title VII, we intend to seek public comment on a 
detailed implementation plan that will permit a roll-out of the new securities-based swap 
requirements in logical, progressive, and efficient manner, while minimizing unnecessary 
disruption and costs to the markets. Implementing the new rules through a coherent and 
sequenced plan should help avoid undue delay in the creation of a more sound foundation for the 
regulatory oversight of the OTC derivatives market. 

Steps to Address the Effective Date of Title VII 

As the Commission continues to move forward with the implementation of Title Vll, it has taken 
a number of steps to provide legal certainty and avoid unnecessary market disruption that might 
otherwise have arisen as a result of final rules not having been enacted by the July 16 effective 
date of Title VII. Specifically, we: 


See Release No. 33-9222, Exemptions for Security-Based Swaps Issued by Certain Clearing Agencies (June 9, 
201!), t urn:. ’ Vwwvv. se c. i’ov-'''ruies/'[>roDosed/201 i, J 33-9222.pdf . 

See Release No. 34-64628, Beneficial Ownership Reporting Requirements and Security-Based Swaps (June 8, 
2011), li ttp:.’Vww.-v.-.sec.uo v:rulc s..''tmai,’'201 t/ 34-64628-Ddf . 
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• Provided guidance regarding which provisions in Title Vli governing security-based 
swaps became operable as of the effective date and provided temporary relief from 
several of these provisions;^’ 

• Provided guidance regarding - and where appropriate, interim exemptions from - the 
various pre-Dodd-Frank provisions that would otherwise have applied to security-based 
swaps on July 16;’° and 

• Took other actions to address the effective date, including extending certain existing 
temporary rules and relief to continue to facilitate the clearing of certain credit default 
swaps by clearing agencies functioning as central counterparties. 

Clearing Agencies 

Title VlII of the Dodd-Frank Act provides for increased regulation of financial market utilities 
and financial institutions that engage in payment, clearing and settlement activities that are 
designated as systemically important. Clearing agencies play a critical role in the financial 
markets by ensuring that transactions settle on time and on agreed-upon terms. The purpose of 
Title Vlll is to mitigate systemic risk in the financial system and promote financial stability. 

To help ensure the integrity of clearing agency operations and governance, the Commission 
proposed certain enhanced requirements for clearing agencies.’^ Specifically, the proposed rules 
would require clearing agencies to maintain certain standards with respect to risk management 
and operations, have adequate safeguards and procedures to protect the confidentiality of trading 
information, have procedures that identify and address conflicts of interest, require minimum 
governance standards for boards of directors, designate a chief compliance officer, and 
disseminate pricing and valuation information if the clearing agency performs central 
counterparty services for security-based swaps. Many of the proposed requirements would apply 
to all clearing agencies, while others would focus more specifically on clearing agencies that 
clear security-based swaps. 


” See Release No. 34-64678, Temporary Exemptions and Other Temporary Relief, Together with Information on 
Compliance Dates for New Provisions of the Securities Exchange Act of 1934 Applicable to Security-Based Swaps 
(June 15, 201 1), h tt p: / .- wvvw . sec., gov/ru les ./ex o r d crs .’2 l./34«64678 .pdf. 

See Release No. 34-64795, Order Granting Temporary Exemptions under the Securities Exchange Act of ! 934 in 
Connection with the Pending Revision of the Definition of “Security" to Encompass Security-Based Swaps, and 
Request for Comment (July 1, 2011), http:' sec t>ov rules.^e.sofders.-201 1 34-64795. ndf : and Release No, 33-9231, 
Exemptions for Security-Based Swaps (July I, 201 1), Imp.yvvww.sec.gov'iuies interinv20 ! I 3.V923] pdf. 

’’ See Release No. 34-64796, Order Pursuant to Section 36 of the Securities Exchange Act of 1934 Granting 
Temporary Exemptions from Clearing Agency Registration Requirements under Section 17A(b) of the Exchange 
Act for Entities Providing Certain Clearing Services for Security-Based Swaps (July 1, 201 1), 
fntp:. ■'■sec.aov . Tiiiescxoi d e i s'2 \ I ’.Vl-PdVOO.pdfi and Release No. 33-9232 Extension of Temporary Exemptions for 
Eligible Credit Default Swaps to Facilitate Operation of Central Counterparties to Clear and Settle Credit Default 
Swaps (July 1 , 201 1 ) http: www. sec, aov rules /i ntct im/20 1 1 .'33-9232. pdf . 

See Release No. 34-64017, Clearing Agency Standards for Operation and Governance (March 3, 2011), 
h t t p:-. vvvvw.se c.^ov . T ules/proposcd '2 0 1 i/34-640l7 .pdr. 
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The proposal was the result of close work between the Commission staff and staffs of the CFTC 
and the Federal Reserve Board (“Board”). The proposed requirements are consistent with - and 
build on - current international standards, and they arc designed to further strengthen the 
Commission’s oversight of securities clearing agencies, promote consistency in the regulation of 
clearing organizations generally, and thereby help to ensure that clearing agency regulation 
reduces systemic risk in the financial markets. 

In addition, as directed by Title Vlll, the SEC staff worked jointly with the staffs of the CFTC 
and the Board over the past year to develop a report to Congress reflecting recommendations 
regarding risk management supervision of clearing entities designated as systemically important 
by the FSOC - each called a “designated clearing entity” or “DCE”. The staffs of the agencies 
met regularly and engaged in constructive dialogue to develop a framework for improving 
consistency in the DCE oversight programs of the SEC and CFTC, promoting robust risk 
management by DCEs, promoting robust risk management oversight by DCE regulators, and 
improving regulators’ ability to monitor the potential effects of DCE risk management on the 
stability of the financial system of the United States. The joint report recommended finalizing 
rulemakings to establish enhanced risk management for DCEs, formalizing the process for 
consultations and information sharing regarding DCEs, enhancing DCE examinations, and 
developing ongoing consultative mechanisms to promote understanding of systemic risk. The 
report should establish a strong framework for ongoing consultation and cooperation in clearing 
agency oversight among the Commission, the CFTC, and the Board, which in turn should help to 
mitigate systemic risk and promote financial stability. 

Credit Rating Agencies 

Under the Dodd-Frank Act, the Commission is required to undertake approximately a dozen 
rulemakings related to NRSROs. The Commission adopted the first of these required 
rulemakings in January, and in May, the Commission published for public comment a series of 
proposed rules that would largely implement this requirement.^^ The proposed rules are intended 
to strengthen the integrity of credit ratings, including by improving their transparency. Under the 
Commission’s proposals, NRSROs would, among other things, be required to: 

• Report on their internal controls; 

• Better protect against any conflicts of interest; 

• Establish professional standards for their credit analysts; 

• Publicly provide - along with the publication of any credit rating - disclosure about the 
credit rating and the methodology used to determine it; and 

• Provide enhanced public disclosures about the performance of their credit ratings. 

The proposals also would require disclosure concerning third-party due diligence reports for 
asset-backed securities. 


See Release No. 34-64514, Proposed Rules for Nationally Recognized Statistical Rating Organizations (May 18, 
2011), l]ttp:-’ vvvvw.sec.aov ! ules/proiT oscd-201 1. -34-64 .5 14.p dr. 
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The Act also requires the SEC to conduct three studies relating to credit rating agencies. In 
December, the Commission requested public comment on the feasibility and desirability of 
standardizing credit rating terminology.^"* The Act also requires (1) a two-year study on 
alternative compensation models for rating structured finance products and (2) a three-year study 
on NRSRO independence. 

With respect to alternative compensation models, the Act directs the Commission to study the 
credit rating process for structured finance products and the conflicts associated with the “issuer- 
pay” and the “subscriber-pay” models. The Act further requires the Commission to study the 
feasibility of establishing a system in which a public or private utility or a self-regulatory 
organization would assign NRSROs to determine the credit ratings for structured finance 
products. Accordingly, in May the Commission published a request for public comment on the 
feasibility of such a system, asking interested parties to provide comments, proposals, data and 
analysis by September.^^ 

In addition, the Act requires every federal agency to review its regulations that require use of 
credit ratings as an assessment of the credit-worthiness of a security and undertake rulemakings 
to remove these references and replace them with other standards of credit worthiness that the 
agency determines are appropriate. 

• In February 2011, the Commission proposed rule amendments that would remove credit 
ratings as conditions for companies seeking to use short-form registration when 
registering securities for public sale. Under the proposed rules, the new test for eligibility 
to use Form S-3 or Form F-3 short-form registration would be tied to the amount of debt 
and other non-convertible securities a particular company has sold in registered primary 
offerings within the previous three years. In addition, prior to adoption of the Act, in 
April 2010 the Commission proposed new requirements to replace the current credit 
rating references in shelf eligibility criteria for asset-backed security issuers with new 
shelf eligibility criteria.” 

• In March 2011, the Commission proposed to remove credit ratings from rules relating to 
what securities a money market fund can purchase.^* This proposal includes 
amendments to Rule 2a-7, which governs the operation of money market funds and 


“ See Release No. 34-63573, Credit Rating Standardization Study {December 17, 2010), 
lntp:..-' .scc.govr utes.'u lhcr 2 34-63.‘S73.pd{. 

See Release No. 34-64456, SoUcitalion of Comment to Assist in Study on Assigned Credit Ratings (May 10, 201 1 ), 
htt p: .'.' \vwvv . se c . £: ov r u i es''ol he r-’20 1 1 3 4-64456.pdt '. 

See Release No. 33-9186, Security (February 9, 2011). http:.''Vvvvv\kcsec.gov/rii l es .'' ’p r opose d' -01 1 .-3 3 - 

9i86.p df. 

See Release No. 33-91 17, Asset-Backed Securities {AprW 7, 2010), htt p^c- \v wvv. sec .gpv.''i iiics. j3 roposed.-20!().-"3 
9j 17.pdf . 

See Release Nos. 33-9193; IC-29592, References to Credit Ratings in Certain Investment Company Act Rules and 
Forms (March 3, 2011), ht t p :. vv\ vNv-sec.£ov rules pi'Qposed''20l l/.73-9193 . nd f. 
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requires these funds to invest only in highly liquid, short-term investments of the highest 
quality. These proposed amendments would replace the current requirement that rated 
portfolio securities have received a first or second tier rating. They are designed to offer 
protections comparable to those provided by NRSRO ratings and to retain a degree of 
risk limitation similar to the current rule. 

• In April 2011, the Commission proposed to remove references to credit ratings in rules 
concerning broker-dealer financial responsibility, distributions of securities, and 
confirmations of transactions.^’ 

In September 2010, as required by Section 939B of the Act, the Commission adopted a rule 
amendment to remove communications with credit rating agencies from the list of excepted 
communications in Regulation FD.'’’ 

In addition, the Dodd-Frank Act requires the SEC to conduct staff examinations of each NRSRO 
at least annually and issue an annual report summarizing the exam findings. Our staff is in the 
process of completing the first cycle of these exams, but at our current funding level achieving 
that statutory mandate has required drawing away critical resources from other parts of our 
examination and NRSRO programs. 

Volcker Rule 

In January, the FSOC approved and released to the public a study formalizing its findings and 
recommendations for implementing Section 619 of the Dodd-Frank Act, commonly referred to 
as the Volcker Rule.'*' Informed by these recommendations, the Commission staff is working 
closely with staffs from the federal banking agencies and the CFTC in drafting proposed rules to 
implement Section 619. The agency staffs are consulting and coordinating efforts in order to 
assure that the proposed regulations are comparable and provide for consistent application and 
implementation across regulated entities subject to the Volcker Rule, to the extent possible. We 
anticipate that the proposal will solicit comments on a variety of issues, including the costs and 
benefits of the proposed rule and its potential impact on competitiveness. 

Municipal Advisors 

Section 975 of the Dodd-Frank Act requires the registration of municipal advisors with the 
Commission. This new registration requirement became effective on October I, 2010, making it 


See Release No. 34-64352, Removal of Certain References to Credit Ratings Under the Securities Exchange Act 
of 193^ (April 27, 201 1), 

See Release No. 33-9 1 46, Removal from Regulation FD of the Exemption for Credit Rating Agencies (September 
29, 20 1 0), http, i'w 

The FSOC Volcker Rule study and recommendations can be found at 
http:/.' WWW, treasury, UP v'.’'initi atives /nocume n1s/Volcker3v20sec%20%206 l9% 20siiidv% 2f) llnal%20) '^'i)20l 8‘to201 i 
To20re.pdf. See also, http sec goytispgtiiitht/dgdd-trank/ygi^ 
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unlawful for any municipal advisor to provide advice to a municipality unless registered with the 
Commission, Last September, the Commission adopted an interim final rule establishing a 
temporary means for municipal advisors to satisfy the registration requirement.''^ In December, 
the Commission proposed a permanent rule creating a new process by which municipal advisors 
must register with the SEC. We have received approximately 1 ,000 comment letters on the 
proposal, including many expressing concerns regarding the treatment of appointed officials and 
traditional banking products and services. We will give all of these comments careful 
consideration before adopting a final rule. 

Broker-Dealer Audits and Custody Arrangements 

In June, the Commission proposed amendments to its broker-dealer financial reporting rule in 
order to strengthen the audits of broker-dealers as well as its oversight of the way broker-dealers 
handle their customers’ securities and cash.'*'' The proposed amendments also would facilitate 
the ability of the Public Company Accounting Oversight Board to implement its new oversight 
authority over independent public accountants of broker-dealers that was provided in Section 982 
of the Dodd-Frank Act, 

Asset-Backed Securities 

During the past year, the Commission has been active in implementing Subtitle D of Title IX of 
the Dodd-Frank Act, entitled “Improvements to the Asset-Backed Securitization Process.” Most 
recently, on March 30, 2011, the Commission joined its fellow regulators in issuing for public 
comment proposed risk retention rules to implement Section 941 of the Act.''^ Section 941 , 
which is codified as new Section 15G of the Securities Exchange Act of 1934, generally requires 
the Commission, the Board, Federal Deposit Insurance Corporation, Office of the Comptroller of 
the Currency, and, in the case of the securitization of any “residential mortgage asset,” the 
Federal Housing Finance Agency and Department of Housing and Urban Development, to 
jointly prescribe regulations that require a securitizer to retain not less than five percent of the 
credit risk of any asset that the securitizer - through the issuance of an asset-backed security - 
transfers, sells, or conveys to a third party. Section I5G also provides that the jointly prescribed 
regulations must prohibit a securitizer from directly or indirectly hedging or otherwise 
transferring the credit risk that the securitizer is required to retain.*'^ 


See Release No. 34-62824, Temporary Registration of Municipal Advisors {Seplemher 1, 2010), 
http: .w vvvv.sec.gov l uies in tcfirr! 2 0 1 0 .U-6 -8 24.pd l'. 

See Release No. 34-63576, Registration of Municipal Advisors {December 20, 20 1 0), 
h l tp:/7sec.gpv rules proposed '2 0 1 0 /.34-63 576. p d f. 

See Release No. 34-64676, Broker-Dealer Reports (June 1 5, 20 11 ), ht!D:/.^v\vvv.sec .gov.'proposed.'' 20l 1.7^4 - 
6.4676i)dr. 

See Release No. 34-64148, Credit Risk Retention (March 30, 2011), lUt p:'V\v\vvv.se c- go v. rules/proposed lOl 1 '34- 
64148-0dr. ' ' ' 
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See §78o-l 1(c)(1)(A). 
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Under the proposed rules, a sponsor generally would be permitted to choose from a menu of four 
risk retention options to satisfy its minimum five percent risk retention requirement. These 
options were designed to provide sponsors with flexibility while also ensuring that they actually 
retain credit risk to align incentives. The proposed rules also include three transaction-specific 
options related to securitizations involving revolving asset master trusts, asset-backed 
commercial paper conduits, and commercial mortgage-backed securities. Also, as required by 
Section 941, the proposal provides a complete exemption from the risk retention requirements 
for ABS collateralized solely by “qualified residential mortgages” (or QRMs) and establishes the 
terms and conditions under which a residential mortgage would qualify as a QRM, We have 
received a number of comments regarding the QRM exemption, which we will carefully consider 
as we move forward with the interagency rulemaking process. Although the original comment 
period was scheduled to close on June 10, 201 1, in light of requests from various sources for an 
extension to allow sufficient time for data gathering and impact analyses related to the provisions 
of the proposed rule, we extended the comment period to August 1 , 201 1 . 

In January 201 1, the Commission proposed rules in connection with Section 942(a) of the Dodd- 
Frank Act, which eliminated the automatic suspension of the duty to file reports under Section 
1 5(d) of the Exchange Act for ABS issuers and granted the Commission authority to issue rules 
providing for the suspension or termination of this duty to file reports. The proposed rules would 
permit suspension of the reporting obligations for ABS issuers when there are no longer asset- 
backed securities of the class sold in a registered transaction held by non-affiliates of the 
depositor."'’ 

The Commission also adopted rules in January 201 1 implementing Section 943, on the use of 
representations and warranties in the market for ABS,"** and Section 945, which requires an 
asset-backed issuer in a Securities Act registered transaction to perform a review of the assets 
underlying the ABS and disclose the nature of such review."'^ 

We also are working on rules prohibiting material conflicts of interest in certain securitizations’® 
and rules requiring the disclosure of asset-level information regarding the assets backing each 
tranche or class of security.” 


See Release No. 34-63652, Suspension of the Duty to File Reports for Classes of Asset-Backed Securities Under 
Section 15(d) of the Securities Exchange Act of 1 934 (January 6, 201 1 ), 

63652. pdf' . 

See Release No. 33-9175, Disclosure for Asset-Backed Securities Required by Section 943 of the Dodd-Frank 
Wall Street Reform and Consumer Protection Act (January 20, 2011), litJt?:iiw\yyy,,sec,gov7'rides.T!ni!/20tJ^.;^ 
SJUlLdi- 

See Release No. 33-9176, Issuer Review of Assets in Offerings of Asset-Backed Securities (January 20, 2011), 
htlp.;7w>yvv..sec.gpv:/;ru!es,llm^^^^^^^ 

* See Section 27B of the Securities Act, as added by Section 621 of the Dodd-Frank Act. 

See Section 942(b) of the Dodd-Frank Act. In April 2010, the Commission proposed, among other things, to 
require that, with some exceptions, prospectuses for public offerings of ABS and ongoing Exchange Act reports 
contain specified asset-level information about each of the assets in the pool. See Release No. 33-91 17, Asset- 
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Corporate Governance and Executive Compensation 

The Dodd-Frank Act includes an array of corporate governance and executive compensation 
provisions that require Commission rulemaking. Among others, such rulemakings include: 

• Say on Pay. The Commission adopted rules in January that require, in accordance with 
Section 951 of the Act, public companies subject to the federal proxy rules to provide a 
shareholder advisory “say-on-pay” vote on executive compensation, a separate 
shareholder advisory vote on the frequency of the say-on-pay vote, and disclosure about, 
and a shareholder advisory vote to approve, compensation related to merger or similar 
transactions, known as “golden parachute” arrangements.^^ The Commission also 
proposed rules to implement the Section 95 1 requirement that institutional investment 
managers report their votes on these matters at least annually.^^ 

• Compensation Committee and Adviser Requirements. Section 952 requires the 
Commission to, by rule, direct the national securities exchanges and national securities 
associations to prohibit the listing of any equity security of an issuer that does not comply 
with new compensation committee and compensation adviser requirements. In March 
201 1, the Commission issued a proposal to implement Section 952 that would require the 
exchanges to establish listing standards that require each member of a listed issuer’s 
compensation committee to be a member of the board of directors and to be 
“independent.”*'* 

The proposed rules also would direct the exchanges to prohibit the listing of any equity 
security of any issuer that is not in compliance with certain requirements relating to 
compensation committees and compensation advisers. The proposal also would amend 
the Commission’s existing compensation consultant disclosure rules to require disclosure 
about whether the issuer’s compensation committee retained or obtained the advice of a 
compensation consultant; whether the work of the compensation consultant has raised 
any conflicts of interest; and, if so, the nature of any such conflict and how it is being 
addressed. The comment period for the proposal ended on May 1 9, 20 1 1 , and the staff is 
currently developing recommendations for final rules. 

• Incentive-Based Compensation Arrangements. Section 956 of the Dodd-Frank Act 
requires the Commission along with six other financial regulators to jointly adopt 


Backed Securities (April 7, 2010), htln:-/\vwvv..scc.^ov |•ules.^p^o^>(>scd.^201().•'^■^•9^ 1 7. pdf'. The April 2010 proposals, 
if adopted, would implement the requirements for registered offerings of Section 942(b). 

See Release No. 33-91 78, Shareholder Approval of Executive Compensation and Golden Parachute 
Compensation (January 25, 201 1), htti): Avww.scc.eov/rulcs-’fHial'^Oi 1.33-91 7K.pdf . 

See Release No. 34-63 1 23, Reporting of Proxy Votes on Executive Compensation and Other Matters (October 1 8, 
20 1 0), http :.' ' .'vvvv w.s ec .eo v .- 'Viile.s/propo .sed/20 ! 0/,3-^ ::63,l 23.pdf. 

See Release No. 33-9199, Listing Standards for Compensation Committees (March 30, 2011), 
htip://vvwvv.sec.aov-'ru ie s p rop os cd/201 1.- .33-9 1 99.pdf . 
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regulations or guidelines governing the incentive-based compensation arrangements of 
certain financial institutions, including broker-dealers and investment advisers with $1 
billion or more of assets. Working with the other regulators, in March the Commission 
published for public comment a proposed rule that would address such arrangements. 

The Commission has received voluminous comment letters on the proposed rule, and the 
Commission staff, together with staff from the other regulators, is carefully considering 
the issues and concerns raised in those comments before adopting any final rules. 

• Prohibition on Broker Voting of Uninstructed Shares, Section 957 of the Act 

requires the rules of each national securities exchange to be amended to prohibit brokers 
from voting uninstructed shares on the election of directors (other than uncontested 
elections of directors of registered investment companies), executive compensation 
matters, or any other significant matter, as determined by the Commission by rule. To 
date, the Commission has approved changes to the rules with regard to director elections 
and executive compensation matters for most of the national securities exchanges,^’ and 
we anticipate that corresponding changes to the rules of the remaining national securities 
exchanges will be considered by the Commission in the near future. 

The Commission also is required by the Act to adopt several additional rules related to corporate 
governance and executive compensation, including rules mandating new listing standards 
relating to specified "clawback” policies,*^ and new disclosure requirements about executive 
compensation and company performance,^^ executive pay ratios."'* and employee and director 
hedging. These provisions of the Act do not contain rulemaking deadlines, but the staff is 
working on developing recommendations for the Commission concerning the implementation of 
these provisions of the Act. 


See Release No. 34-62874 (September 9, 2010), ww. sec. L’ov.O'ules sro iivsc.^OH) '.34-62874. pdf (New 

York Stock Exchange); Release No. 34-62992 (September 24, 2010), http:' \vww.sec.gov■'ll lle.s,' sl'o.6lilst^all,'20IO,’34- 
62992.ndf fNASDAO Stock Market LLC); Release No. 34-63139 (October 20, 2010), 
http:.', WWW. sec. mv. rtiles/sro isc, 20 1 0-34-6 . 1 139. ndf flntemational Securities Exchange); Release No. 34-63917 
(February 16, 201 1 ), hrtp: www,sec.aov, rules.'sro.clx)C-2()l I .34-6391 7.pdf (Chicago Board Options Exchange); 
Release No, 34-63918 (February 16, 2011). http: -'ww-w.sec.eov.'i ules sro''c2' 20 1 j .'34-639 1 8 .pd f (C2 Options 
Exchange, Incorporated); Release No. 34-64023 (March 3, 201 1 ), httiT:.'Vwvvw-sec.eov:''riiles-'sro''bx.''201 1(34- 
6402.3.ndl' (NASDAQ OMX BX, Inc.); Release No. 34-64121 (Marc¥24, 2011)," 

lutn:'7wvvvv.see.uov r ules sro ch x 20 1 1 - 34-64 1 2 1 .odl" (Chicago Stock Exchange); Release No, 34-64122 (March 24, 
2011), httDr.Vwvvw.sec, gov rules mo nhK 201 i;34-64l22.pdf (NASDAQ OMX PHLX LLC); Release No. 34-64 1 86 
(April 5, 201 1), http:76yw>y,scc,gov/nile.s sm,^jjx:2(H 1/34-64 1 864 >df (EDGX Exchange); Release No. 34-64187 
(April 5, 2011), httn:'''W\ v-w.sec go t lulcs sro’e dga 2Qi l-'.i4-64l 8?.ndf(EDGA Exchange). 

See Section 954 of the Dodd-Frank Act. 

” See Section 953(a) of the Dodd-Frank Act. 

See Section 953(b) of the Dodd-Frank Act. 

See Section 955 of the Dodd-Frank Act. 
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Specialized Disclosure Provisions 

Title XV of the Act contains specialized disclosure provisions related to conflict minerals, coal 
or other mine safety, and payments by resource extraction issuers to foreign or U.S. government 
entities. The Commission published rule proposals for the three specialized disclosure 
requirements in December 201 0, and the comment period ended on March 2, 201 1 The staff 
is developing recommendations for the Commission’s consideration. The Commission expects 
to consider adoption of final rules implementing these specialized disclosure provisions in the 
late summer or early fail of this year. 

Exempt Offerings 

Under Section 926 of the Act, the Commission is required to adopt rules that disqualify securities 
offerings involving certain “felons and other ‘bad actors’” from relying on the safe harbor from 
Securities Act registration provided by Rule 506 of Regulation D. The Commission proposed 
rules to implement the requirements of Section 926 on May 25, 201 1.*' Under the proposal, the 
disqualifying events include certain criminal convictions, court injunctions and restraining 
orders; certain final orders of state securities, insurance, banking, savings association or credit 
union regulators, federal banking agencies or the National Credit Union Administration; certain 
types of Commission disciplinary orders; suspension or expulsion from membership in, or from 
association with a member of, a securities self-regulatory organization; and certain other 
securities-iaw related sanctions. The comment period for this rule proposal ended on July 14, 
2011 . 

In addition, the Commission proposed rule amendments in January that would implement 
Section 413(a) of the Act, which requires the Commission to exclude the value of an individual’s 
primary residence when determining if that individual’s net worth exceeds the $1 million 
threshold required for “accredited investor” status. “ The comment period on this proposal 
ended on March 1 1 , 20 1 1 and the staff is preparing final rule recommendations for the 
Commission. This section was effective on the date of enactment of the Dodd-Frank Act; the 
implementing rules are designed to clarify the requirements and codify them in the 
Commission’s rules. 

Financial Stability Oversight Council 


See Release No. 34-63547, Conflict Minerals (December 15, 2010), bttp;tivs>v\v.scc,gqy niles jH'on, 

OJqJTjrch'; Release No. 33-9164, Mine Safety Disclosure (December 15, 2010), 

ht tp:7 vvvvw. sec-eo v.Tiiles/propo>cd'20 10''33-9164.ndf , Release No. 34-63549, Disclosure of Payments by Resource 
Extraction Issuers (December 15, 2010), http:/ ’wvv\v.scc.eov rtiles-Oropo-scd. 20! 0/3 4-63. S4 9 pdf . 

See Release No. 33-92 1 1 , Disqualification of Felons and Other “Bad Actors" from Rule 506 Offerings (May 25, 
2011), http://wvvw .sec.eov/niies/pi 'oposcd/2 01 1/33-921 l.pdt' . 

See Release No, 33-9177, Net Worth Standard for Accredited Investors {Izuuzry 25, 201 1), 
http:/7w\vvv.sec .eov/r ules/ p roposed/20 l 1/33-9 177. p df. 
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In addition to the rulemaking activity described above. Title i of the Dodd-Frank Act created the 
FSOC, and with it, a formal structure for coordination among the various financial regulators to 
monitor systemic risk and to promote financial stability across our nation’s financial system. 
FSOC has the following primary responsibilities: 

• Identifying risks to the financial stability of the United States that could arise from the 
material financial distress or failure - or ongoing activities - of large, interconnected bank 
holding companies or nonbank financial holding companies, or that could arise outside the 
financial services marketplace; 

• Promoting market discipline by eliminating expectations on the part of shareholders, 
creditors, and counterparties of such companies that the government will shield them from 
losses in the event of failure (i.e,, addressing the moral hazard problem of “too big to fail”); 
and 

• Identifying and responding to emerging threats to the stability of the United States financial 
system.*^ 

As Chairman of the SEC, 1 am a voting member of FSOC. Senior SEC staff and 1 have actively 
participated in the FSOC and found its focus on identifying and addressing risks to the financial 
system to be important and helpful to the SEC as a capital markets regulator. The FSOC also has 
fostered a healthy and positive sense of collaboration among the financial regulators, facilitating 
cooperation and coordination for the benefit of investors and our overall financial system. Since 
passage of the Dodd-Frank Act, the FSOC has taken steps to create an organizational structure, 
coordinate interagency efforts, and build the foundation for meeting its statutory responsibilities. 

To begin defining and implementing the process to identify and designate systemically important 
financial institutions (“SlFls”) for heightened supervision by the Board, FSOC issued an 
advanced notice of proposed rulemaking soliciting public comment on the specific criteria and 
analytical framework for the SIFI designation process, with a focus on how to apply the statutory 
considerations for such designations, as well as a notice of proposed rulemaking. FSOC is 
preparing additional guidance regarding the Council’s approach to designations and will seek 
public comment on it. 

Financial Market Utilities (“FMUs”) are essential to the proper functioning of the nation’s 
financial markets.*’' These utilities form critical links among marketplaces and intermediaries 
that can strengthen the financial system by reducing counterparty credit risk among market 
participants, creating significant efficiencies in trading activities, and promoting transparency in 
financial markets. However, FMUs by their nature create and concentrate new risks that could 
affect the stability of the broader financial system. To address these risks, Title VIII of the 
Dodd-Frank Act provides important new enhancements to the regulation and supervision of 
FMUs designated as systemically important by FSOC (“DFMUs”) and of payment, clearance 


“ See Dodd-Frank Act § 1 12(aXl). 
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Section 803(6) of the Dodd-Frank Act defines a financial market utility as “any person that manages or 
operates a multilateral system for the puipose of transferring, clearing, or settling payments, securities, or 
other financial transactions among financial institutions or between financial institutions and the person.” 
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and settlement activities. This enhanced authority in Title VIll should provide consistency, 
promote robust risk management and safety and soundness, reduce systemic risks, and support 
the stability of the broader financial system.*’ Importantly, the enhanced authority in Title VIll 
is designed to be in addition to the authority and requirements of the Securities Exchange Act 
and Commodity Exchange Act that may apply to FMUs and financial institutions that conduct 
designated activities.** 

FSOC established an interagency DFMU committee to develop a framework for the designation 
of systemically important FMUs, in which staff from the SEC has actively participated, and also 
published an advanced notice of proposed rulemaking seeking public comment on the 
designation process for FMUs. 

On March 28, 2011, FSOC published a notice of proposed rulemaking to provide further 
information on the process it proposed to follow when reviewing the systemic importance of 
FMUs. The FSOC finalized this rule earlier this week.*’ 

New Commission Offices 

In addition to the Whistleblower Office mentioned earlier, the Dodd-Frank Act requires the 
Commission to create four new offices within the Commission, specifically, the Office of Credit 
Ratings, Office of the Investor Advocate, Office of Minority and Women Inclusion, and Office 
of Municipal Securities. As each of these offices is statutorily required to report directly to the 
Chairman, the creation of these offices is subject to approval by the Commission’s 
Appropriations subcommittees to reprogram funds for this purpose.** 

While reprogramming approval is a necessary step in moving forward to create these new 
offices, the provision of additional funding to staff them at adequate levels also would be 
necessary for the SEC to fully execute the new responsibilities. In the meantime, the initial 
functions of the offices are being performed on a limited basis by other divisions and offices. 

Cost-Benefit Analyses 

We are keenly aware that our rules have both costs and benefits, and that the steps we take to 
protect the investing public impact both financial markets and industry participants who must 
comply with our rules. This is truer than ever given the scope, significance and complexity of 
the Dodd-Frank Act. Our Division of Risk, Strategy, and Financial Innovation, which has been 
expanded in both stature and size, directly assists our rule writers in analyzing the economic 
impact of those rules. 


See Dodd-Frank Act § 802. 

^ See Dodd-Frank Act § 805. 

*’ http: v\vuw.ti'easurv.aov initiaiivcs.!)ocumcnts /Finairnlcdisclaimer 7- 18-20! l.pdr. 

“ The Senate Committee on Appropriations’ Subcommittee on Financial Services and General Government 
Appropriations provided reprogramming approval to the Commission on July 14, 201 1. 
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When engaging in rulemaking, we analyze the direct and indirect costs and benefits of the 
Commission’s proposed decisions against alternative approaches, including, the effects on 
competition, efficiency and capital formation. We invite the public to comment on our analysis 
and provide any information and data that may better inform our decision making, in adopting 
releases, the Commission responds to the information provided and revises its analysis as 
appropriate. This approach helps ensure a regulatory framework that strikes the right balance 
between the costs and the benefits of regulation.^* 

Funding for Implementation of the Dodd-Frank Act 

The provisions of the Dodd-Frank Act expand the SEC’s responsibilities and will require 
significant additional resources to fully implement the law. To date, the SEC has proceeded with 
the first stages of implementation without the necessary additional funding. As described above, 
implementation up to this point has largely involved performing studies, analysis, and the writing 
of rules. These tasks have taken staff time from other responsibilities, and have been done 
almost entirely with existing staff and without sufficient investments in areas such as information 
technology. 

It is incumbent upon us to use our existing resources efficiently and effectively as we strive to 
fulfill statutory mandates, protect investors and achieve our mission. That said, the new 
responsibilities assigned to the agency under the Dodd-Frank Act are so significant that they 
cannot be achieved solely by wringing efficiencies out of the existing budget without also 
severely hampering our ability to meet our existing responsibilities. 

The budget justification the SEC submitted in February in connection with the President’s FY 
2012 budget request estimates that, over time, full implementation of the Dodd-Frank Act will 
require a total of approximately 770 new staff, of which many will need to be expert in 
derivatives, hedge funds, data analytics, credit ratings, or other new or expanded responsibility 
areas.™ The SEC also will need to invest in technology to facilitate the registration of additional 
entities and capture and analyze data on these new markets. 

The Dodd-Frank Act requires the SEC to collect transaction fees to offset the annual 
appropriation to the SEC. Accordingly, regardless of the amount appropriated to the SEC, the 
appropriation will be fully offset by the fees that we collect and will have no impact on the 
nation’s budget deficits. 


After reviewing cost benefit analyses included in six of our Dodd-Frank Act rulemaking releases, the SEC's 
Inspector General issued a report last month. While the Office of inspector General {“OIG”) is continuing to review 
the Commission’s cost benefit analyses, this report concluded that “a systematic cost-benefit analysis was conducted 
for each of the six rules reviewed. Overall, [the OIG] found that the SEC formed teams with sufficient expertise to 
conduct a comprehensive and thoughtful review of the economic analysis of the six proposed released that [the OIG] 
scrutinized in [its] review.” See U.S. SEC Office of the Inspector General, Report of Review of Economic Analyses 
Performed by the Securities and Exchange Commission in Connection with Dodd-Frank Rulemakings (June 13, 

20! 1) http:'/\vwvv.sec-oiu.<rov/Repoits;A iidi tsinspections-’20l I.^RetKrrl 6 1.1 1 1. pdf at 43. We look forward to 
continuing to work with the OIG as it conducts a further review. 

™ See the SEC’s FY2012 Congressional Budget Justification h ttp i.-Avww.seo.uov/ahout .sec fvi2conabiidgjiiSt.pdf. 
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If the SEC does not receive additional resources, many of the issues highlighted by the financial 
crisis and which the Dodd-Frank Act seeks to fix will not be adequately addressed, as the SEC 
will not be able to build out the technology and hire industry expertise and other staff desperately 
needed to oversee and police these new areas of responsibility. Examples of likely impacts 
include: 

• The implementation of rules for the OTC derivatives markets will be delayed, depriving 
financial firms and market participants of the legal certainty they need to make routine 
investment decisions, upgrade systems and technology infrastructure, and improve risk 
management opportunities for manufacturers, pension funds, municipalities, and others. 

Even after the rules are eventually finalized, market participants will face further delays and 
uncertainty due to the lack of adequate Commission staff to process and review on a timely 
basis requests for registrations or other required approvals. Further, the Commission will be 
unable to conduct adequate oversight and examinations of registered swap market 
participants, or to use newly-available data to surveil the security-based swap markets for 
excessive risks or other threats to our markets and investors. 

• Oversight of vital clearing functions and expected new securities-based swap data 
repositories will be wholly inadequate. The average transaction volume cleared and settled 
by clearing agencies is approximately $1.8 trillion a day. For the current actively-registered 
nine clearing agencies, the SEC has approximately ten examiners devoted to them, with 
limited on-site presence in only three of those. This situation will worsen as more clearing 
agencies register with the SEC as a result of Dodd-Frank. 

• The SEC will continue to have only a skeletal crew to handle analysis of complex legal and 
regulatory issues that will increase significantly as more than 750 advisers to hedge funds 
and private equity funds begin to register with the Commission. Even after shifting staff 
from other important program areas, the SEC’s Division of Investment Management will be 
able to dedicate only a handful of staff to this area. 

The Dodd-Frank Act also established a $50 million SEC Reserve Fund to allow the SEC to 
respond to unexpected market events (such as the May 6"’ market plunge), invest in multi-year IT 
projects, and manage authorized programs during continuing resolutions. If this fund is 
eliminated or the SEC is not permitted to access the fund, it would have significant consequences 
for important IT projects, such as building out the infrastructure to take in, manage and analyze 
the significant amounts of critical new data we will soon receive from previously unregulated 
markets, including a segment of the $600 trillion OTC derivatives market and hedge fund and 
other private fund advisers. Without the appropriate IT infrastructure, our ability to establish 
effective monitoring regimes will be significantly hindered. 


Section 967 Organizational Assessment 

While additional resources are needed to implement the Dodd-Frank Act, it is also critical that 
we use existing resources effectively and efficiently. In order to implement our new 
responsibilities and to effectively supervise the changing financial markets, the SEC is carefully 
examining its operations and processes to maximize efficiency and effectiveness. Section 967 of 
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the Dodd-Frank Act directed the agency to engage the services of an independent consultant to 
study a number of specific areas of SEC internal operations. This organizational assessment was 
recently performed by the Boston Consulting Group, Inc. (“BCG”) ’’ and is providing valuable 
guidance and structure for our efforts. Among other issues, the organizational assessment raises 
significant issues regarding SEC resources and questions whether the statutory design of the four 
new offices creates management complexity, duplication and a need for new support capacity 
when many of their functions already exist at the SEC, SEC staff is currently reviewing the 
recommendations of the study and will be moving forward with those suggested changes that 
could improve organizational effectiveness. 


Conclusion 

Though the SEC’s efforts to implement the Dodd-Frank Act have been extensive, we know our 
work is far from over and we are committed to finishing the job. Thank you for inviting me to 
share with you our progress to date and our plans going forward. I look forward to answering 
your questions. 


On March 10, 201 1, BCG submitted to the SEC and to the Congress its Report, II S. Securities and Exchange 
Commission: Organizational Study and Reform. The report is available to the public at 
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TESTIMONY OF GARY GENSLER 
CHAIRMAN, COMMODITY FUTURES TRADING COMMISSION 
BEFORE THE 

U.S. SENATE COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS 

WASHINGTON, DC 
July 21,2011 

Good morning Chairman Johnson, Ranking Member Shelby and members of the 
Committee. I thank you for inviting me to today's hearing on the one-year anniversary of the 
Dodd-Frank Wall Street Reform and Consumer Protection Act. I am pleased to testify on behalf 
of the Commodity Futures Trading Commission (CFTC). I also thank my fellow Commissioners 
and CFTC staff for their hard work and commitment on implementing the legislation. 

Financial Crisis 

One year ago, the President signed the Dodd-Frank Act into law. And on this 
anniversary, it is important to remember why the law’s derivatives reforms are necessary. 

The 2008 financial crisis occurred because the financial system failed the American 
public. The financial regulatory system failed as well. When A!G and Lehman Brothers 
faltered, we all paid the price. The effects of the crisis remain, and there continues to be 
significant uncertainty in the economy. 
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Though the crisis had many causes, it is clear that the derivatives or swaps market played 
a central role. Swaps added leverage to the financial system with more risk being backed by less 
capital. They contributed, particularly through credit default swaps, to the bubble in the housing 
market and helped to accelerate the financial crisis. They contributed to a system where large 
financial institutions were thought to be not only too big to fail, but too interconnected to fail. 
Swaps - developed to help manage and lower risk for end-users - also concentrated and 
heightened risk in the financial system and to the public. 

FSOC 


To help protect the American public, the Dodd-Frank Act included the establishment of 
the Financial Stability Oversight Council. This Council is an opportunity for regulators - now 
and in the future - to ensure that the financial system works better for ail Americans. Adding to 
our challenge is the perverse outcome of the financial crisis, which may be that many people in 
the markets have come to believe that a handful of large financial firms will - if in trouble - have 
the backing of the taxpayers. We must do our utmost to ensure that when those challenges arise, 
the taxpayers are not forced to stand behind those institutions and that these institutions are free 
to fail. 


Derivatives Markets 
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Each part of our nation’s economy relies on a well-functioning derivatives marketplace. 
The derivatives market - including both the historically regulated futures market and the 
heretofore unregulated swaps market - is essential so that producers, merchants and end-users 
can manage their risks and lock in prices for the future. Derivatives help these entities focus on 
what they know best - innovation, investment and producing goods and selling and services - 
while finding others in a marketplace willing to bear the uncertain risks of changes in prices or 
rates. 


With notional values of more than $300 trillion in the United States - that’s more than 
$20 of swaps for every dollar of goods and services produced in the U.S. economy - derivatives 
markets must work for the benefit of the American public. Members of the public keep their 
savings with banks and pension funds that use swaps to manage interest rate risks. The public 
buys gasoline and groceries from companies that rely upon futures and swaps to hedge swings in 
commodity prices. 

That’s why oversight must ensure that these markets function with integrity, 
transparency, openness and competition, free from fraud, manipulation and other abuses. 

Though the CFTC is not a price-setting agency, recent volatility in prices for basic commodities 
- agricultural and energy - are very real reminders of the need for common sense rules in all of 
the derivatives markets. 


The Dodd-Frank Act 
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To address the real weaknesses in swaps market oversight exposed by the financial crisis, 
the CFTC is working to implement the Dodd-Frank Act’s swaps oversight reforms. 

Broadening the Scope 

Foremost, the Dodd-Frank Act broadened the scope of oversight. The CFTC and the 
Securities and Exchange Commission (SEC) will, for the first time, have oversight of the swaps 
and security-based swaps markets. 

Promoting Transparency 

Importantly, the Dodd-Frank Act brings transparency to the swaps marketplace. 
Economists and policymakers for decades have recognized that market transparency benefits the 
public. 


The more transparent a marketplace is, the more liquid it is, the more competitive it is 
and the lower the costs for hedgers, which ultimately leads to lower costs for borrowers and the 
public. 


The Dodd-Frank Act brings transparency to the three phases of a transaction. 
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First, it brings pre-trade transparency by requiring standardized swaps - those that are 
cleared, made available for trading and not blocks - to be traded on exchanges or swap execution 
facilities. 

Second, it brings real-time post-trade transparency to the swaps markets. This provides 
all market participants with important pricing information as they consider their investments and 
whether to lower their risk through similar transactions. 

Third, it brings transparency to swaps over the lifetime of the contracts. If the contract is 
cleared, the clearinghouse will be required to publicly disclose the pricing of the swap. If the 
contract is bilateral, swap dealers will be required to share mid-market pricing with their 
counterparties. 

The Dodd-Frank Act also includes robust recordkeeping and reporting requirements for 
all swaps transactions so that regulators can have a window into the risks posed to the system 
and can police the markets for fraud, manipulation and other abuses. 

On July 7, the Commission voted for a significant final rule establishing that 
clearinghouses and swaps dealers must report to the CFTC information about the swaps activities 
of large traders in the commodity swaps markets. For decades, the American public has 
benefited from the Commission’s gathering of large trader data in the futures market, and now 
will benefit from this additional information to police the commodity swaps markets. 
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Lowering Risk 

Other key reforms of the Dodd-Frank Act will lower the risk of the swaps marketplace to 
the overall economy by directly regulating dealers for their swaps activities and by moving 
standardized swaps into central clearing. 

Oversight of swap dealers, including capital and margin requirements, business conduct 
standards and recordkeeping and reporting requirements will reduce the risk these dealers pose to 
the economy. 

The Dodd-Frank Act’s clearing requirement directly lowers interconnectedness in the 
swaps markets by requiring standardized swaps between financial institutions to be brought to 
central clearing. 

This week, the Commission voted for a final rule establishing a process for the review by 
the Commission of swaps for mandatory clearing. The process provides an opportunity for 
public input before the Commission issues a determination that a swap is subject to mandatory 
clearing. The Commission will start with those swaps currently being cleared and submitted to 
us for review by a derivatives clearing organization. 


Enforcement 
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Effective regulation requires an effective enforcement program. The Dodd-Frank Act 
enhances the Commission's enforcement authorities in the futures markets and expands them to 
the swaps markets. The Act also provides the Commission with important new anti-fraud and 
anti-manipulation authority. 

This month, the Commission voted fora final rule giving the CFTC authority to police 
against fraud and fraud-based manipulative schemes, based upon similar authority that the 
Securities and Exchange Commission, Federal Energy Regulatory Commission and Federal 
Trade Commission have for securities and certain energy commodities. Under the new rule, the 
Commission’s anti-manipulation reach is extended to prohibit the reckless use of fraud-based 
manipulative schemes. It closes a significant gap as it will broaden the types of cases we can 
pursue and improve the chances of prevailing over wrongdoers. 

Dodd-Frank expands the CFTC's arsenal of enforcement tools. We will use these tools to 
be a more effective cop on the beat, to promote market integrity and to protect market 
participants. 

Position Limits 

Another critical reform of the Dodd-Frank Act relates to position limits. Position limits 
have been in place since the Commodity Exchange Act passed in 1936 to curb or prevent 
excessive speculation that may burden interstate commerce. 
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In the Dodd-Frank Act, Congress mandated that the CFTC set aggregate position limits 
for certain physical commodity derivatives. The law broadened the CFTC’s position limits 
authority to include aggregate position limits on certain swaps and certain linked contracts traded 
on foreign boards of trade, in addition to U.S. futures and options on futures. Congress also 
narrowed the exemptions for position limits by modifying the definition of a bona fide hedge 
transaction. 

When the CFTC set position limits in the past, the purpose was to ensure that the markets 
were made up of a broad group of market participants with a diversity of views. Market integrity 
is enhanced when participation is broad and the market is not overly concentrated. 

Rule-Writing Process 

The CFTC is working deliberatively, efficiently and transparently to write rules to 
implement the Dodd-Frank Act. 

This spring, we substantially completed the proposal phase of rule-writing and further 
benefited from an extra 30 days for public comment. Now, the staff and commissioners have 
turned toward final rules. We held two public commission meetings this month and approved 
eight final rules. In the coming months, we will hold additional public meetings to continue to 
consider finalizing rules. 
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The Dodd-Frank Act set a deadline of 360 days for the CFTC and SEC to complete the 
bulk of our rulemakings, which was July 1 6, 201 1 . 

Last week, the Commission granted temporary relief from certain provisions that would 
otherwise apply to swaps or swap dealers on July 16. This order provides time for the 
Commission to continue its progress in finalizing rules. 

Phasing of Implementation 

The Dodd-Frank Act gives the CFTC and SEC flexibility to set effective dates and a 
schedule for compliance with rules implementing Title VII of the Act. The order in which the 
Commission finalizes the rules does not determine the order of the rules’ effective dates or 
applicable compliance dates. Phasing the effective dates of the Act’s provisions will give market 
participants time to develop policies, procedures, systems and the infrastructure needed to 
comply with the new regulatory requirements. 

In May, CFTC and SEC staff held a roundtable to hear directly from the public about the 
timing of implementation dates of Dodd-Frank rulemakings. Prior to the roundtable, CFTC staff 
released a document that set forth concepts that the Commission may consider with regard to the 
effective and compliance dates of final rules for swaps under the Dodd-Frank Act. We also 
offered a 60-day public comment file to hear specifically on this issue. The roundtable and 
resulting public comment letters will help inform the Commission as to what requirements can 
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be met sooner and which ones will take a bit more time. This public input has been very helpful 
to staff as we move forward in considering final rules. 

We are planning to request additional public comment on a critical aspect of phasing 
implementation - requirements related to swap transactions that affect the broad array of market 
participants. Market participants that are not swap dealers or major swap participants may 
require more time for the new regulatory requirements that apply to their transactions. There 
may be different characteristics amongst market participants that would suggest phasing 
transaction compliance by type of market participant. In particular, such phasing compliance 
may relate to: the clearing mandate; the trading requirement; and compliance with 
documentation standards, confirmation and margining of swaps. 

Our international counterparts also are working to implement needed reform. We are 
actively consulting and coordinating with international regulators to promote robust and 
consistent standards and to attempt to avoid conflicting requirements in swaps oversight. Section 
722(d) of the Dodd-Frank Act states that the provisions of the Act relating to swaps shall not 
apply to activities outside the U.S. unless those activities have “a direct and significant 
connection with activities in. or effect on, commerce” of the U.S. We are developing a plan for 
application of 722(d) and will seek public input on that plan in the fall. 


Conclusion 
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Only with reform can the public get the benefit of transparent, open and competitive 
swaps markets. Only with reform can we reduce risk in the swaps market - risk that contributed 
to the 2008 financial crisis. Only with reform can users of derivatives and the broader public be 
confident in the integrity of futures and swaps markets. 

The CFTC is taking on a significantly expanded scope and mission. The Commission 
must be adequately resourced to effectively police the markets and protect the public. 

Without sufficient funds, there will be fewer cops on the beat. The agency must be 
adequately resourced to assure our nation that new rules in the swaps market will be strictly 
enforced - rules that promote transparency, lower risk and protect against another crisis. 

Until the CFTC completes its rule-writing process and implements and enforces those 
new rules, the public remains unprotected. 


Thank you, and I’d be happy to take questions. 
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Chairman Johnson, Ranking Member Shelby and members of the Committee, 
thank you for the opportunity to testify today on the one year anniversary of the passage 
of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act). 

In the wake of the most severe episode of financial distress and the longest 
economic recession since the 1930s, the Dodd-Frank Act provides regulators with 
important new authorities to enhance financial stability and to respond to the regulatory 
challenges posed by large, comp\e}i systemically-important financial institutions (SIFls), 
For example, the Dodd-Frank Act grants the Federal Deposit Insurance Corporation 
(FDIC) new authorities to manage the Deposit Insurance Fund (DIF) in a way that will 
make it more resilient in any future crisis. The Act also provides for a new SlFl 
resolution framework, including an Orderly Liquidation Authority and a requirement for 
SIFl resolution plans, which will give regulators much better tools with which to manage 
the failure of large, complex institutions. Finally, the Dodd-Frank Act also contains 
provisions that will complement the ongoing Basel HI reforms that will make capital 
requirements more uniformly strong across the banking system. 

My testimony today will focus specifically on the implementation of these Dodd- 
Frank provisions to enhance the future stability of our financial system. 

Promotine Stability by Strengthening the Deposit Insurance Fund 

The FDIC has moved quickly to implement the Dodd-Frank Act changes in the 
FDIC deposit insurance program. These changes will help to ensure that coverage is 
sufficient to preserve public confidence in a crisis, that premiums are proportional to 
insurance risks, and that the fund itself is restored to long-term health and maintained at 
levels that will withstand future periods of financial distress. The following sections 
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highlight important developments in the financial condition of the DIF and changes to the 
management of the fund, assessment system, and coverage limits. 

Restoring the Deposit Insurance Fund. Since year-end 2007, the failure of 377 
FDIC-insured institutions has imposed total estimated losses of $84 billion on the DIF. 

In the recent crisis, as in the banking crisis of two decades ago, the sharp increase in bank 
failures caused the fund balance (the fund’s net worth) to become negative. In the recent 
crisis, the DIF balance turned negative in the third quarter of 2009 and hit a low of 
negative $20.9 billion in the following quarter. 

As the DIF balance declined, the FDIC adopted a statutorily required Restoration 
Plan and increased assessments to handle the high volume of failures and begin 
replenishing the fund. The FDIC increased assessment rates at the beginning of 2009, 
which raised regular assessment revenue from $3 billion in 2008 to over $12 billion in 
2009 and almost $14 billion in 2010. In June 2009, the FDIC imposed a special 
assessment that brought in an additional $5.5 billion from the banking industry. 
Furthermore, in December 2009, to increase the FDlC's liquidity, the FDIC required that 
the industry prepay almost $46 billion in assessments, representing over three years of 
estimated assessments. 

While the FDIC had to impose these measures at a very challenging time for 
banks, they enabled the agency to avoid borrowing from the U.S. Treasury. The 
measures also reaffirmed the longstanding commitment of the banking industry to fund 
the deposit insurance system. 

Since the FDIC imposed these measures, the DIF balance has steadily improved. 

It increased throughout 2010 and stood at negative $1.0 billion as of March 31 of this 
year. We expect to report that the DIF balance is once again positive when we release 
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second quarter results next month. Under the Restoration Plan for the DIF, the FDIC has 
put in place assessment rates necessary to achieve a reserve ratio (the ratio of the fund 
balance to estimated insured deposits) of 1 .35 percent by September 30, 2020, as the 
Dodd-Frank Act requires. 

Expanding the Assessment Base. The FDIC has also implemented the Dodd- 
Frank Act requirement to redefine the base used for deposit insurance assessments as 
average consolidated total assets minus average tangible equity. The FDIC does not 
expect this change to materially affect the overall amount of assessment revenue that 
otherwise would have been collected. However, as Congress intended, the change in the 
assessment base will generally shift some of the overall assessment burden from 
community banks to the largest institutions, which rely less on domestic deposits for their 
funding than do smaller institutions. The result will be a sharing of the assessment 
burden that better reflects each group’s share of industry assets. The FDIC estimates that 
aggregate premiums paid by institutions with less than $10 billion in assets will decline 
by approximately 30 percent, primarily due to the assessment base change. 

Raising Deposit Insurance Coverage Limits. In retrospect, it appears clear that 
expanding the coverage of deposit accounts during the crisis helped maintain public 
confidence in the banking system and particularly helped community banks maintain 
deposits. In the aftermath of the crisis, the Dodd-Frank Act made permanent the increase 
in the coverage limit to $250,000. It also provided deposit insurance coverage on the 
entire balance of non-interest bearing transaction accounts at all insured depository 
institutions until December 31, 2012. This provision extends, with some modifications, 
an FDIC program that provided stability to banks and their business customers during the 
crisis. The two-year extension of full coverage for non-interest bearing transaction 
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accounts will especially help smaller banks retain accounts commonly used for payroll 
and other business transaction purposes and maintain the ability to make loans within 
their communities. 

Long-term Changes to DIF Management. The Dodd-Frank Act provided the 
FDIC with substantial new flexibility in setting reserve ratio targets and paying 
dividends. The FDIC has used its new authority to adopt a long-term fund management 
plan that should maintain a positive DIF balance even during a banking crisis while 
preserving steady and predictable assessment rates throughout economic and credit 
cycles. FDIC analysis of the past two banking crises has shown that the DIF reserve ratio 
must be 2 percent or higher in advance of a banking crisis to avoid high deposit insurance 
assessment rates when banking institutions are strained and least able to pay. 
Consequently, the FDIC recently established a 2 percent reserve ratio target (also known 
as the Designated Reserve Ratio, or DRR) as a critical component of its long-term fund 
management strategy. 

Promoting Stability bv Improving Our Capacity to Address SlFl Failures 

A key feature of the Dodd-Frank Act is a series of new authorities that together 
provide the basis for a new SIFI resolution framework that will greatly enhance the 
ability of regulators to address the problems of large, complex financial institutions in 
any future crisis. 

Orderly Liquidation Authority. Title II of the Dodd-Frank Act vests the FDIC 
with orderly liquidation authority that is similar in many respects to the authorities it 
already has for insured depository institutions. If the FDIC is appointed as receiver for a 
covered financial company, it is required to carry out an orderly liquidation of the 
company in a manner than ensures that creditors and shareholders appropriately bear the 
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losses of the financial company while maximizing the value of the company’s assets, 
minimizing losses, mitigating risk, and minimizing moral hazard. Under this authority, 
common and preferred stockholders, debt holders and other unsecured creditors will 
know that they will bear the losses of any institution placed into receivership, and 
management will know that it could be replaced. In addition, management that is 
substantially responsible for the failure of a eovered financial company will be subject to 
the claw-back of compensation earned during the two previous years. 

Critical to the exercise of this authority is a clear and transparent process that is 
efficient and fair. With this in mind, the FDIC commenced the process of proposing 
rules implementing the Orderly Liquidation Authority immediately upon the passage of 
the Dodd-Frank Act. A Proposed Rule addressing a few critical elements of the Orderly 
Liquidation Authority was published last October. In January 2011, following 
consideration of comments, an Interim Final Rule was promulgated which implemented 
the initial Proposed Rule with appropriate changes, while continuing to solicit additional 
comment and feedback. That initial rulemaking addressed the treatment of similarly 
situated creditors, protection for employees of covered financial companies that continue 
to work for the company following failure, and protection for policyholders of insurance 
companies under the orderly liquidation process, among other things. 

A second Proposed Rule addressing the implementation authority more broadly 
was published with request for comment last March. This Proposed Rule addressed the 
important topics of the recoupment of compensation of senior executives and directors 
who are substantially responsible for the failure of a systemically important financial 
institution, as well as the priority of claims and the treatment of secured and unsecured 


creditors. We considered ail of the comments to the Interim Final Rule and the second 
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Proposed Rule and consulted with our fellow members of the Financial Stability 
Oversight Council (FSOC). With appropriate changes to address those comments and 
concerns, a Final Rule was approved by the Board of Directors on July 6, 201 1, covering 
all of the aspects of the Orderly Liquidation Authority addressed in these earlier rules. 
This Final Rule provides a framework to resolve any U.S. financial institution, no matter 
its size, using many of the same powers that the FDIC has long used to manage failed- 
bank receiverships. 

While the adoption of the Final Rule Implementing Certain Orderly Liquidation 
Authority Provisions under Title II completes a large portion of the rulemaking required 
with respect to the exercise of Orderly Liquidation Authority under the Dodd-Frank Act, 
there is still more to do. As required by the Act, we are working with the Securities and 
Exchange Commission on a joint regulation implementing the Title 11 authority to resolve 
covered broker-dealers. The agencies are in agreement on the approach to the exercise of 
this authority, and have been meeting to finalize language of a Proposed Rule that we 
expect to be published in the Federal Register for public comment in the near future. 
Similarly, work is ongoing on a joint rule with all of the primary financial regulators 
regarding recordkeeping requirements for derivatives. The FDIC’s experience in 
resolving failed financial institutions is helpful in addressing this issue, as we have a rule 
in place regarding recordkeeping of these qualified financial contracts with respect to 
insured depository institutions. 

In addition, work is ongoing on other rulemakings required by Title II of the Act, 
including a rule governing eligibility of prospective purchasers of assets of failed 
financial institutions, and finalization of a Proposed Rule issued in consultation with the 
Department of the Treasury regarding certain key definitions for determining which 
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organizations are financial institutions within the meaning of the Dodd-Frank Act. Work 
also is underway to provide additional guidance to the industry in response to questions 
and comments received on areas such as the creation, operation and termination of bridge 
financial companies, and the implementation of certain minimum recovery requirements 
established under the Act. 

Resolution Plans. The Dodd-Frank Act also requires the FDIC and the Federal 
Reserve Board of Governors (FRB) jointly to issue final regulations within 18 months of 
enactment to implement new resolution planning and credit exposure reporting 
requirements. These rules will apply to bank holding companies with total assets of $50 
billion or more and nonbank financial companies designated by the FSOC for enhanced 
supervision by the FRB. A Notice of Proposed Rulemaking for such a joint rule on 
resolution plans was published in April, and the comment period closed last month. 

Under the Proposed Rule, covered companies would be required to submit a resolution 
plan within a specified period after the final regulation becomes effective. The Proposed 
Rule provides that each covered company develop a plan for its rapid and orderly 
resolution under the Bankruptcy Code in the event of material financial distress or failure. 
Each resolution plan is required to contain an executive summary, a strategic analysis of 
the plan’s components, a description of the covered company’s corporate governance 
structure for resolution planning, information regarding the covered company’s overall 
organization structure and related information, information regarding the covered 
company’s management information systems, a description of interconnections and 
interdependencies among the covered company and its material entities, and supervisory 
and regulatory information. 
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Following submission of a plan, the FDIC and FRB will review the plan to 
determine if it is credible and will facilitate an orderly resolution of the covered company 
under the Bankruptcy Code. If a resolution plan does not meet the statutory standards, 
after an opportunity to remedy its deficiencies, the agencies may jointly determine to 
impose more stringent regulatory requirements on the covered company. Further, if, after 
two years following the imposition of the more stringent standards, the resolution plan 
still does not meet the statutory standards, the FDIC and the FRB may, in consultation 
with the appropriate FSOC member, direct a company to divest certain assets or 
operations. 

In connection with this rulemaking, the agencies are working to develop a 
deliberative process for reviewing resolution plans to determine whether a plan is both 
credible and would facilitate an orderly resolution of the covered company under the 
Bankruptcy Code. Careful consideration is being given to the need to keep proprietary 
information contained in the resolution plans confidential to the extent permitted by law 
to ensure that financial companies provide full and accurate disclosures. These important 
issues will be addressed in the Final Rule the agencies expect to adopt in the near future. 

SIFI Designation. The SIFI resolutions framework authorized under the Dodd- 
Frank Act will automatically apply to bank holding companies with assets of $50 billion 
or more, as well as non-bank financiaf companies that are deemed by the FSOC to pose a 
risk to financial stability. The FDIC is currently working with its FSOC counterparts to 
jointly develop criteria for designating SlFIs under this authority. The FSOC agencies 
issued an Advanced Notice of Proposed Rulemaking (ANPR) last October and a Notice 
of Proposed Rulemaking (NPR) on January 26, 201 1 describing the processes and 
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procedures that will inform the FSOC's designation of nonbank financial companies 
under the Dodd-Frank Act. 

In response to the FSOC's ANPR and NPR, several commenters raised concerns 
about the lack of detail and clarity surrounding the designation process. The industry 
does need clarity about which firms will be expected to provide the FSOC with this 
additional information. To achieve this, the FSOC will seek to establish simple and 
transparent metrics, such as firm size, similar to the approach used for bank holding 
companies under the Dodd-Frank Act, and incorporate other relevant indicators. The 
goal will be to establish a clear and transparent process for SIFI designation. 

The FDIC Office of Complex Financial Institutions (OCFI). An important 
element of the FDIC’s implementation effort has been the creation of a new Office of 
Complex Financial Institutions (OCFI) to coordinate the execution of our new SIFI 
resolution authorities under the Dodd-Frank Act. OCFI is already actively working with 
the FRB and the other agencies of FSOC to develop the capabilities needed to resolve 
SlFIs, if necessary, in a manner that mitigates systemic risk without reliance on taxpayer 
support. 

OCFI is structured into three groups: monitoring, resolution planning and 
international outreach. Staff in the monitoring group will have responsibility to evaluate 
risks across the financial system and at individual entities. Unlike a prudential 
supervisor, the monitoring group will specifically focus on the financial, operational and 
execution risks that could be posed in a resolution. This group is also charged with 
collecting information for resolution planning and exercising the FDIC's backup 
authority. The resolutions group will review the resolution plans that systemically 
important entities develop to orderly unwind through the U.S. bankruptcy process. 
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Additionally, staff in the resolution group will develop resolution plans for these entities 
using the FDlC's authority under Title II of the Dodd-Frank Act. Finally, as the name 
implies, the international outreach and coordination group will coordinate our efforts 
with those in other jurisdictions charged with similar responsibilities. 

A critical component of successfully addressing a distressed SIFI is having 
sufficient information and clear strategic options at the time of failure to enable decision 
makers to reasonably foresee the outcomes of alternative scenarios. One of the FDIC's 
biggest challenges during the fall of 2008 was not having the information necessary to 
make informed decisions. Robust pre-planning - which entails understanding how and 
where these enterprises operate, as well as the structure of their business lines, 
counterparties, business risks, their role in the financial system, and their place in 
financial intermediation - is essential in giving regulators viable resolution options other 
than a bailout in the midst of a crisis. OCFTs monitoring activity of these systemic 
enterprises will be the principal mechanism for validating the entities' resolution plans 
and informing the FDIC on the development of Title II resolution plans. 

OCFTs implementation of the Dodd-Frank Act SIFI resolution authorities builds 
on years of FDIC experience in successfully resolving failed depository institutions. 
While the basic framework and principles of successful! resolution apply to both small 
and large institutions, the resolution of large, complex and highly-interconnected 
institutions poses special challenges. The strategy for resolving a systemically important 
entity must be custom tailored to the characteristics and systemic nature of the entity, the 
circumstances of failure, and the overall economic environment. Business models and 
organizational structures change over time, as do financial and market conditions. That is 
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why the FDIC has directed resources to approach resolution planning as an ongoing 
regulatory process, not as a one-time exercise. 

FDIC Systemic Resolution Advisory Committee. To ensure that we have the 
benefit of the best thinking on complex resolution issues, the FDIC has chartered a 
Systemic Resolutions Advistory Commitee to provide advice and recommendations on a 
broad range of issues relevant to the failure and resolution of SlFIs. The Committee is 
composed of leading academics, prominent former policymakers, and experts from the 
financial industry itself. Although it has no decision-making role. Committee members 
will be asked to opine on topics related to the nature of systemic risk, the effects of the 
choice of resolution strategy on stakeholders and customers, international coordination of 
resolution activities, and how the market understands the new SIFl resolution authorities 
and how they would be applied in a future crisis. 

Promoting Financial Stability by Strengthening Bank Capital 

No banking system can maintain stability over the ups and downs of the business 
cycle without a strong capital base. Capital allows an institution to absorb large 
unexpected losses while maintaining the confidence of its counterparties and continuing 
to lend. In other words, strong capital minimizes the likelihood that large institutions will 
become troubled and need to be resolved in some way by the federal government during 
an economic downturn. Moreover, in situations where an institution docs need to be 
resolved, a strong capital base provides regulators time to structure that resolution in an 
orderly manner without federal support and solicit bids from potential acquirers. In this 
sense, stronger bank capital requirements complement the Dodd-Frank Act resolution 
tools designed to prevent future bailouts of financial companies. 
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Insufficient capital, in contrast, heightens a banking system’s exposure to periodic 
crises. The knowledge that capital cushions are thin compared to the magnitude of risks 
that abruptly and unexpectedly loom large can contribute to a panic atmosphere and feed 
a crisis. Thin capital cushions also contribute to the kind of abrupt deleveraging we saw 
in the recent crisis and its aftermath. Since the crisis, U.S. banks have contracted lending 
by over $750 billion and reduced their loan commitments by more than $2.7 trillion. 

For all these reasons, the FDIC supports recent initiatives to strengthen bank 
capital requirements. While beyond the scope of this testimony, a recent initiative 
includes Basel III - an important initiative to strengthen the quality of capital and increase 
the level of minimum capital requirements. The FDIC also supports important provisions 
of the Dodd-Frank Act that that deal with bank capital. We believe that these provisions, 
contained in Section 171 and Section 165 of the Act, complement Basel III and will help 
promote a safe-and-sound banking system in the U.S. 

Section 1 71 of the Dodd-Frank Act states among other things that the capital 
requirements for the largest banks and bank holding companies must not be less than the 
capital requirements that are generally applicable to insured banks. The FDIC, the FRB 
and Comptroller of the Currency (OCC) recently finalized a rule implementing this 
aspect of Section 171 . Consistent with Section 171, the Final Rule states that the capital 
requirements computed under the agencies’ general risk-based capital rules will be a floor 
for the capital requirements of large banks that use the Advanced Approaches of Basel II 
(banking organizations with assets exceeding $250 billion are required to use the 
Advanced Approaches). In different words, the capital requirement for a large bank 
using the Advanced Approaches may not be less in proportionate terms than the capital 
requirement for a community bank with the same exposures. 
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An important part of Section 171 is to ensure that regulatory capital for Bank 
Holding Companies (BHCs) is defined in a way that is at least as stringent as regulatory 
capital for insured banks. This expectation is consistent with the longstanding principle 
that BHCs should serve as a source of strength for their subsidiary banks. But during the 
crisis, we observed that BHCs were often less strongly capitalized on a consolidated basis 
than their subsidiary banks. This was largely a result of the widespread use of Trust 
Preferred Securities (TruPS), a form of subordinated debt, that are impermissible as Tier 
1 capital for insured banks but have been permitted to meet a portion of a BHCs Tier 1 
capital requirements since 1996, As debt instruments, TruPS cannot absorb losses while 
an organization operates as a going concern. This is an important reason why BHCs with 
heavier reliance on TruPS failed more often than other insured institutions during the 
crisis. Under Section 171, TruPS are phased-out of Tier 1 capital for BHCs with assets of 
at least $15 billion as of year-end 2009, with the phase-out occurring over a period of 
three years starting January 1, 2013. Important exceptions and grandfathering provisions 
exist for smaller BHCs.' 

The FDIC considers Section 171 as an important safeguard for the capital 
adequacy of the U.S. banking system. Without Section 171, large U.S. banks could use 
their internal models to reduce their risk-based capital requirements, potentially well 
below the levels required for community banks, to levels that are inconsistent with safe 
and sound operations. 

Another important capital provision is contained in Section 165 of the Dodd- 
Frank Act, which requires the FRB to establish heightened capital standards for BHCs 

' Under Section 171, BHCs subject to the FRB's Small Bank Holding Company Policy Statement 
(generally BHCs with assets less than $500 million) are exempt from Section 171, while the existing TruPS 
(issued on or before May 19, 2010) of other BHCs with assets less than $15 billion may continue to be 
included in their Tier I capital. 
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with assets of at least $50 billion and designated nonbank financial companies. These 
requirements can be viewed as the U.S. counterparts to the so-called SIFl capital 
surcharges that the Basel Committee on Banking Supervision recently published for 
comment We believe a requirement for additional loss absorbency at the largest 
institutions is appropriate given the potential impact of a failure of one of these 
institutions on the financial system and the broader economy. 

Changes to the Regulatory Structure Under the Dodd-Frank Act 

The Dodd-Frank Act also mandated important changes to the structure of the 
financial regulatory agencies, including the sunset of the Office of Thrift Supervision 
(OTS) and the creation of the Consumer Financial Protection Bureau (CFPB). These 
changes will have important implications for the FDlC’s supervisory, policy and data 
collection functions. 

Changes Related to OTS Sunset. The winding down of the OTS under the 
Dodd-Frank Act will result in the transfer of supervisory responsibility for 59 state- 
chartered savings associations to the FDIC.^ These institutions are located in 1 8 states 
and territories, with almost half of the total charters located in Ohio. 

All of the state-chartered institutions transferring to the FDIC are small, with the 
largest having assets of just over $2 billion and only 3 of the 59 having total assets 
exceeding $1 billion. Given the small number of charters transferring to the FDIC and 
their relative lack of problems and complexity, the FDIC will absorb all state-chartered 
savings associations into our existing supervisory program. We have assigned 
responsibility for examinations and other supervisory activities for each state-chartered 


■ There were 61 state-chartered savings associations as of the enactment date; two institutions have since 
merged out of existence. 
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savings association to the appropriate FDIC Regional Office. FDIC and OTS supervisory 
personnel began coordinating early in 201 1 to ensure that that there will be no gaps in 
supervision and that the supervisory approach for these institutions will continue to be 
rigorous, consistent, and balanced both during and after the transition. 

We also recognize the importance of communicating regularly with the industry 
throughout this process. Two FDIC outreach events were held in Ohio to assist 
institutions in understanding the transition, and institutions in other states were contacted 
directly to ensure that their questions about the transition were answered. 

The FDIC is fully integrating OTS staff into its current organizational structure. 

In addition to absorbing the supervisory responsibility for state-chartered thrifts, the 
FDIC will transfer approximately 95 employees from the OTS, including commissioned 
examiners as well as other staff The FDIC plans to open one additional local office in 
southern Ohio to manage the concentration of additional examination work in that 
location. Since the FDIC has historically recognized and accepted professional 
examination credentials from other federal banking agencies, including the OTS, it will 
treat as commissioned FDIC examiners all OTS examiners who transfer to the FDIC with 
OTS accreditation. The FDIC will address any individual training gaps that emerge after 
the transfer date through individual training and development plans. The FDIC has also 
worked closely with the OCC and the OTS to ensure that ail transferred OTS employees 
are treated in full accordance with the requirements of sections 322(e) and 322(k)(2) of 
the Dodd-Frank Act with respect to their status, tenure, pay, and benefits. 

The agencies have determined, subject to public notice and comment and 0MB 
approval, that it would be best to phase out the separate collection of Thrift Financial 
Report (TFR) data and to merge that data collection process into the Call Report process 
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used by other FDlC-insured depository institutions beginning with the March 2012 
reporting period. The FDIC will assume responsibility for TFR reporting on an interim 
basis beginning with the second quarter 2011 TFR. 

OTS staff previously responsible for collecting and analyzing TFR data will 
transfer to the FDIC to support the transition of thrifts to the Call Report and the ongoing 
reporting process for these institutions. In addition, OTS personnel who are assigned to 
the FDIC will continue to process all of the existing Savings and Loan Holding Company 
(SLHC) reports that were previously required to be filed by the OTS until the SLHCs can 
be transitioned to holding company reports required by the FRB. 

Changes Related to the Establishment of the CFPB. While the CFPB will be 
responsible for writing consumer protection rules for lenders of all types and all sizes, the 
current primary federal regulators will retain their enforcement responsibilities for FDlC- 
insured banks and thrifts with assets of less than $10 billion. This means that the FDIC 
will continue to examine about 4,500 state-chartered, non-member banks for compliance 
with consumer laws and regulations. 

The FDIC has held several meetings with CFPB staff to discuss transition issues, 
including data sharing, hiring, and consumer complaint handling, and recently supplied 
the CFPB with information they requested on institutions that will be transferred to its 
oversight, including examination reports and consumer complaint information. We are 
working with the CFPB on a joint Memorandum of Understanding (MOU) to provide for 
the transfer to the CFPB of consumer complaints involving large financial institutions. 

We are working hard to close out as many open examinations and enforcement 
cases as possible prior to the July 2 1 handover. But as part of our ongoing discussions, 
the CFPB has asked the FDIC to continue handling certain consumer complaints after the 
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July 2 1 handover to provide for the orderly transition of complaint handling for large 
banks. We anticipate the possibility of ongoing work related to the transfer of consumer 
complaints between the FDIC and CFPB including, among other things, procedures for 
sharing information about complaints handled by each agency. The FDIC has also issued 
a solicitation of interest for experienced staff to apply for employment with the CFPB. 

At this point, 40 FDIC employees have accepted CFPB offers to transfer. 

Conclusion 

Today’s testimony highlights the FDlC’s progress in implementing financial 
reforms authorized by the Dodd-Frank Act. The Act authorized important reforms to the 
FDlC’s deposit insurance program that will ensure that coverage is sufficient to preserve 
public confidence in a crisis, that premiums are proportional to insurance risks, and that 
the fund itself is restored to long-term health and maintained at levels that will withstand 
future periods of financial distress. These deposit insurance reforms are critical to both 
ensuring financial stability and preserving competitive balance between the largest 
institutions and smaller community institutions. The Act contains a number of provisions 
that, together, form the basis for a new SIFl resolution framework that substantially 
improves the ability of regulators to respond to severe financial distress on the part of a 
large, complex financial institution. These reforms are not a cure-all, but are designed to 
work in concert with the other Dodd-Frank Act reforms, including those that strengthen 
capital requirements and the DIF, to promote competitive balance and make financial 
crises less frequent and less costly in the future. 

Since the Dodd-Frank Act became law one year ago, the FDIC has proceeded - 
on our own authority and in concert with our regulatory counterparts - to implement its 
provisions. We have made much progress in one year, but still have considerable work 
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ahead of us. Throughout this process, we have sought input from the industry and the 
public, and we continue to report back to Congress on our progress. We believe that 
successful implementation of these provisions will represent a significant step forward in 
providing a foundation for a financial system that is more stable and less susceptible to 
crises in the future, and better prepared to respond to crises if and when they develop. 

Thank you. I would be glad to take your questions. 
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Chairman Johnson, Ranking Member Shelby, and members of the Committee, 
today marks the one-year anniversary of the enactment of the Dodd-Frank Wall Street 
Reform and Consumer Protection Act (Dodd-Frank Act). I appreciate the opportunity to 
provide the Committee with a progress report about the initiatives the Office of the 
Comptroller of the Currency (OCC) has undertaken to implement the Dodd-Frank Act. 

The Committee’s letter of invitation requests that ! testify about the impact of the 
financial crisis on the economy, how the Dodd-Frank Act has improved the financial 
regulatory framework, and how the legislation will help prevent or mitigate another 
crisis. During the financial crisis, problems that originated primarily in the residential 
mortgage sector triggered disruption of the financial system more broadly, leading to 
severe loss of market liquidity and generating deep losses for investors, financial firms, 
and others. The global financial crisis was unprecedented in severity and duration, and 
the depth of the associated recession was the most severe we have experienced in the 
U.S. since the Great Depression of the !930s. These financial and economic 
developments led, quite rightly, to a reconsideration of the ways financial markets and 
financial firms operate, and gave impetus to efforts to reform the financial system and its 
oversight. 

In response, Congress passed the Dodd-Frank Act to address major gaps and 
flaws in the regulatory landscape, to tackle the systemic issues that contributed to, or that 
accentuated and amplified the effects of, the recent financial crisis, and to build a stronger 
financial system. The Act requires the Federal regulators to put in place new buffers and 
safeguards to protect against future financial crises and to revise and rewrite many of the 
rules governing the most complex areas of finance. Additionally, it consolidates 
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authority that had been spread among multiple agencies, and it provides the Federal 
regulators a number of new tools that should help us avoid problems in the future. For 
example, the Financial Stability Oversight Council (FSOC or Council) offers a real 
opportunity to identify key risks across the entire financial system. Ultimately, we hope 
these reforms will ensure that we will not soon face another crisis of this magnitude. 

Much has been written about the causes of the crisis and the efforts to reshape the 
regulatory landscape through the Dodd-Frank Act. In response to the Committee’s 
invitation letter, 1 intend to focus my testimony today on the specific actions taken by the 
OCC to implement the Dodd-Frank Act. My testimony highlights the OCC’s work in the 
following key areas: 

• The integration of the staff and functions of the Office of Thrift Supervision 
(OTS) into the OCC; 

• Our efforts to date to support the Bureau of Consumer Financial Protection 
(CFPB) in standing up its operations;, 

• An update on the OCC’s contributions to, and participation in, the FSOC; 

• OCC efforts underway to implement the Dodd-Frank Act provisions that 
strengthen risk-based capital, leverage, and liquidity requirements; and 

• Our progress in implementing certain key Dodd-Frank Act rulemakings. 

I. OTS/OCC Integration 

Today is the effective date of the transfer to the OCC of the OTS’s responsibilities 
for supervising federal savings associations. Our goal was to make this transition as 
smooth as possible, and I am pleased to report our success in this regard. This past 
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Monday 674 OTS employees reported for duty at the OCC in locations around the 
country. The official personnel transfers will occur on July 31 to coincide with the 
beginning of the first full pay period after the official transfer date. In the meantime, 
these employees are detailed to the OCC under the terms of a blanket Memorandum of 
Understanding between the two agencies. 

When 1 testified before this Committee in February 201 1 and September of last 
year,' 1 described the steps the OCC was taking to prepare for our expanded supervisory 
responsibilities and for the integration of OTS staff that is so essential to the success of 
that effort. This included our close work with the Board of Governors of the Federal 
Reserve System (FRB) and the Federal Deposit Insurance Corporation (FDIC) to 
coordinate the transfer of OTS staff, assets, authority and responsibilities; numerous 
outreach efforts to educate the industry about our new supervisory responsibilities for 
federal savings associations; and the internal preparations for our expanded supervisory 
authority. We also noted the designation of a Deputy Comptroller for Thrift Supervision 
who reports directly to our Senior Deputy Comptroller for Midsize and Community Bank 
Supervision. 

Since then, we have continued our efforts to prepare for an effective integration of 
the OTS into the OCC. 1 am very proud of the work done by numerous staff members of 
the OCC and OTS to accomplish that objective in accordance with the specific 
requirements of the Dodd-Frank Act. The following section discusses the general 


^ Testimony of John Walsh, Acting Comptroller of the Currency, Before the Committee on Banking, 
Housing, and Urban Affairs of the United States Senate. February 17, 2011. Testimony of John Walsh, 
Acting Comptroller of the Currency, Before the Committee on Banking, Housing, and Urban Affairs of the 
United States Senate, September 30, 2010. 
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framework for the integration and updates the specific actions the OCC has taken since 
my last testimony on this topic. 

Organizational Realignment to Accommodate Expanded Supervisory Responsibilities 

Our work in preparing for effective integration of OTS functions and staff focused 
on: ensuring that the employee protections afforded by the legislation were fully and 
equitably implemented; building a sustainable organizational structure to execute 
effective supervision and regulation of both national banks and federal savings 
associations on a going forward basis; fostering an environment that will maximize 
opportunities for staff; and promoting communication with employees and the industry 
throughout the transition planning process. The OCC’s Community Bank Supervision 
staff will supervise the vast majority of the 648 thrifts for which the OCC is now 
responsible, while the Midsize and Large Bank Supervision programs will supervise 
federal savings associations with profiles that align with those units. The Special 
Supervision portfolio has been expanded to include certain troubled federal savings 
associations. 

The OCC recognizes the importance of leveraging the talent and experience of 
former OTS staff to help us fulfill our supervisory responsibility for federal savings 
associations. The transferred OTS staff have been fully integrated into the various policy 
and field operations units where their skills and experience can best be utilized. All of 
our examiners will be able to participate in the supervision of both federal savings 
associations and national banks. Ultimately, the OCC’s National Bank Examiner 
commission will expand to ensure that each commissioned examiner has the skill set and 
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credentials to lead examinations of both national banks and federal savings associations. 
In the meantime, thrift examinations will continue to be led by accredited Federal Thrift 
Regulators, while examinations of national banks will be led by commissioned National 
Bank Examiners. We have completed a thorough evaluation of the OCC and OTS 
training and certification programs to identify where they coincide and where we need to 
address gaps. The OCC will work to fill those gaps going forward, but in the near term 
we are confident we have a sufficient combination of accredited and commissioned 
examiners to lead examinations of all the institutions we are charged with supervising. 

Thrift Industry Outreach 

The OCC communicated regularly with the thrift industry during the past year to 
share information and address concerns. The communication process began with a 
personal letter that I sent in September to the chief executive officer of each federal 
savings association. Five additional letters have been sent since that time to provide 
further information about the integration process. Senior OCC leaders also accepted 
numerous invitations to participate in industry-sponsored events that provided 
opportunities to speak directly with management representatives of federal savings 
associations. Additionally, the OCC developed a day-long program for thrift executives 
to provide them with information and perspective on the agency’s approach to 
supervision and regulation. The OCC District Deputy Comptrollers and OTS Regional 
Directors co-hosted 17 of these sessions in locations around the country during the first 
quarter of 201 1. Approximately 1,000 thrift industry representatives attended these 
sessions. The feedback from the attendees was very positive. They were reassured to 
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learn that the OCC will examine them on the same FDICIA examination cycles as the 
OTS and that the OTS’s historical supervisory information will be maintained and used 
to ensure continuity and minimize regulatory burden. 

The OCC will continue to communicate regularly with thrift industry 
representatives outside of the supervision process to clarify our expectations, discuss 
emerging issues, and respond to their concerns. We participate in numerous industry- 
sponsored events during the year and conduct a variety of outreach activities, including 
Meet the Comptroller events, chief executive officer roundtables, and teleconferences on 
topical issues. We also plan to form advisory councils for mutually-owned federal 
savings associations and minority-owned institutions later this year to replace similar 
organizations that were sponsored by the OTS. 

Review and Continuation of OTS Regulations 

As a result of the Dodd-Frank Act’s transfer to the OCC of the OTS's supervisory 
functions relating to federal savings associations, beginning today, the OCC will assume 
responsibility for the ongoing examination, supervision, and regulation of federal savings 
associations. The Act also transferred to the OCC rulemaking authority of the OTS 
relating to all savings associations, both state and federal. Importantly, the Dodd-Frank 
Act preserves the federal savings association charter going forward, and it retains the 
Home Owners’ Loan Act, the primary statute governing the charter. The OTS’s 
regulations relating to federal savings associations also remain in effect until modified or 
superseded by the OCC. 

The OCC is undertaking a multi-phased review of its regulations, as well as those 
of the OTS, to determine what changes are needed. We expect first to revise provisions 
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of the OCC’s regulations that wilt be immediately helpful in effecting the transfer of 
supervisory jurisdiction for federal saving associations to the OCC. This would include 
the revision of regulations integral to the operations of the agency as well as changes to 
regulations needed to implement certain Dodd-Frank Act provisions that become 
effective today. Next, we will republish as OCC regulations the OTS regulations that the 
OCC will administer going forward to reduce confusion for federal savings associations 
and to remove duplication. Finally, over the coming months, we will continue to review 
OCC and OTS regulations, making substantive changes where needed and combining 
appropriate regulations to further reduce duplication. The following discussion details 
these efforts. 

In addition to transferring to the OCC supervisory responsibility for federal 
savings associations, Title III of the Dodd-Frank Act transfers all functions of the OTS 
relating to state savings associations to the FDIC and all functions relating to the 
supervision of any savings and loan holding company to the FRB. To clarify which 
agency will be enforcing the OTS rules, the Dodd-Frank Act required the OCC and the 
FDIC to publish a notice in the Federal Register identifying those regulations of the OTS 
that the OCC, with respect to federal savings associations, and the FDIC, with respect to 
state savings associations, will enforce. The OCC published its notice on July 6, 201 1 . 

On May 26, 201 1, the OCC also issued a notice of proposed rulemaking (NPRM) 
revising certain OCC rules that are central to internal agency functions and operations 
immediately upon the transfer of supervisory Jurisdiction for federal savings assoc iations. 
These proposed changes include clarifying how the public can obtain information from 
the OCC about federal savings associations under the Freedom of Information Act 
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(FOIA), the release of non-public OCC information, including information about savings 
associations, and restrictions on the post-employment activities of senior examiners and 
assessments of federal savings associations. 

The NPRM also contained amendments to the OCC’s regulations relating to 
preemption and visitorial powers to implement the provisions of the Dodd-Frank Act that 
become effective today, that pertain to national bank and federal savings association 
preemption and to codify the Supreme Court’s decision in the Cuomo case. These 
amendments effect the changes required by the Act, such as the elimination of 
preemption for both national bank and federal thrift operating subsidiaries. They do not 
expand federal preemption. The final rule, which appears in today’s Federal Register, 
responds to key issues raised by commenters. 

The OCC also has worked closely with OTS staff to prepare an interim final rule, 
effective shortly, that will republish most OTS regulations in the OCC’s chapter of the 
Code of Federal Regulations and renumber them accordingly as OCC rules, with 
nomenclature and other technical amendments to reflect the OCC’s supervision of federal 
savings associations. This action consolidates the regulations applicable to national 
banks and federal savings associations in the regulations of the OCC. 

In the next phase of our regulatory review, the OCC will consider more 
comprehensive substantive amendments to former OTS regulations to reduce duplication 
and provide consistency with OCC rules. For example, we may propose to repeal or 
combine provisions in cases where OCC and former OTS rules are substantively identical 
or substantially overlap. In addition, we may propose to repeal or modify OCC or former 
OTS rules where differences in regulatory approach are not required by statute or 
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warranted by features unique to either the national bank or federal savings association 
charter. In all cases we will seek public comment to assist in making these regulations 
workable and effective for federal savings associations. 

II. Transfers of Specified Functions to the CFPB 

The OCC also has been working to ensure an orderly transition of certain 
functions to the CFPB and to assist the CFPB where possible in standing up its 
operations. Although there are a handful of issues that still need to be resolved, we are 
striving to ensure that the OCC and CFPB will serve complementary supervisory roles. 

On the administrative front, we have contributed staffing expertise by detailing 
six full time staff members to the CFPB to assist with operational issues. These OCC 
staff members provided expertise from various areas of the OCC, including the Law 
Department, the consumer complaints group, bank supervision, information technology, 
and the OCC’s Office of Management. In addition, the OCC has assisted in developing 
the CFPB’s procurement and personnel management processes by providing 
administration and human resources assistance and by sharing information on salary 
ranges, position descriptions, and benefits. 

Moreover, OCC staff members have participated in numerous informational 
meetings with CFPB staff to advise them about OCC practices and to assist them in 
developing their own processes going forward. These meetings have covered a range of 
topics, including general supervisory matters and enforcement processes, as well as 
detailed information requests concerning fair lending supervision and analytics, and 
mortgage and credit card data metrics. 
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During these discussions, we also considered issues regarding staffing and 
transfer processes. The OCC and CFPB jointly determined that a voluntary solicitation 
of interest process would be used for the transfer of OCC employees that perform or 
support the consumer financial protection functions of the OCC that are transferred to the 
CFPB. The CFPB solicited interest in a potential transfer to the CFPB from OCC 
employees working in “transfer-process functions” {e.g., compliance examination 
functions, enforcement and interpretation of consumer financial law, and consumer 
education) and made offers to several OCC “transfer-process” employees. 

Additionally, we anticipate that we will be providing transitional support for other 
CFPB functions. One important area in this regard relates to consumer complaints. The 
OCC will continue to operate our Consumer Assistance Group (CAG) for complaints 
concerning consumer issues within the Jurisdiction of the OCC. In addition, we expect to 
enter into a Memorandum of Understanding with the CFPB under which, while the CFPB 
builds its capacity to handle complaints, the OCC/CAG will do intake and processing of 
complaints on behalf of the CFPB. Under this approach, the CFPB will first begin to 
handle credit card related complaints involving large banks (those with assets of $10 
billion or more) and consumers can contact the Bureau through its Web site, 
consumerfinance.gov with respect to those matters. It is our expectation that the 
consumer complaint function for large banks in additional areas will transition as the 
CFPB builds its capacity. 

To inform the development of its supervisory priorities, the CFPB has made 
substantial requests for non-public supervisory information. In order to better share 
supervisory information, the OCC, the OTS, and the CFPB entered into a formal MOU. 
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This allowed the OCC to respond to CFPB information requests by providing: (I) reports 
of examination, supervisory letters, and other supervisory materials; (2) information on 
enforcement actions and referrals to other agencies, such as the Department of Justice; 
and (3) HMDA data analysis, including computer programs that the CFPB could use to 
recreate OCC analyses. 

Finally, to facilitate ongoing communication and the coordination of supervisory 
matters with the CFPB, the OCC has established the Consumer Issues Steering 
Committee (CISC). The CISC is chaired by the Deputy Comptroller for Compliance 
Policy, and its members are representatives from various divisions within the OCC, 
including Community and Consumer Law, Mid-size Bank Supervision, Large Bank 
Supervision, and Compliance Policy. The CISC anticipates having regular meetings with 
CFPB supervision representatives to address examination coordination, information 
sharing, and consumer compliance issues, as needed. 

III. Contributions to the Financial Stability Oversight Council 

The OCC actively participates in the FSOC, whose mission is to identify risks to 
financial stability that could arise from the activities, material financial distress, or failure 
of large, interconnected financial companies; to recommend standards for implementation 
by the agencies in specified areas; to promote market discipline; and to respond to 
emerging threats to the stability of the U.S. financial system. As a means to 
accomplishing this, the FSOC brings together the views, perspectives, and expertise of 
Treasury and all of the Council member financial regulatory agencies. 
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The Council has had seven meetings since its inception with the most recent 
meeting on July 1 8. At the July 1 8 meeting, the Council approved a final rule 
establishing a framework for designating systemically important “financial market 
utilities” (FMUs). To process payments and settle transactions between financial 
institutions safely and efficiently, our financial system relies on certain established 
protocols and intermediaries, including FMUs that operate multilateral payment, clearing, 
or settlement systems among financial institutions. Notably, problems at one FMU have 
the potential to trigger disruptions among the financial institutions they serve. Title VII! 
of the Dodd-Frank Act directs the FSOC to designate systemically important FMUs for 
enhanced government oversight if the FSOC determines that the FMU’s failure or 
disruption could create, or increase the risk of, significant liquidity and credit disruptions 
that would threaten the stability of the U.S. financial system. On July 18, 2011, 
following the FSOC’s previous advance notice of proposed rulemaking (ANPR) and 
NPRM on this topic, the FSOC approved a final rule setting out the criteria, analytical 
framework, and process and procedures the FSOC will use in considering whether to 
designate an FMU as systemically important. The rule includes the statutory factors the 
FSOC is required to take into consideration and adds subcategories under each of the 
factors to provide examples of how those factors will be applied. The rule also outlines a 
two-stage process for evaluating and designating an FMU as systemically important. 

This process includes opportunities for an FMU to submit materials in support of or 
opposition to a proposed designation. Consistent with statutory provisions, any 
designation of an FMU will require approval by a two-thirds vote of sitting FSOC 
members and the Chairperson. The FSOC also must engage in prior consultation with 
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the FRB and the relevant federal financial agency that has primary jurisdiction over the 
FMU. 

The FSOC also is continuing its work under the provisions of the Dodd-Frank Act 
that require the designation of nonbank financial firms for enhanced supervision by the 
FRB. At its first meeting in October 2010, the FSOC approved publication of an ANPR 
requesting public comment regarding the criteria and analytical framework for 
designation of nonbank financial firms. Based on a review of comments received and 
consideration by the members of the FSOC at its January 201 1 meeting, the FSOC 
approved an NPRM. The NPRM set forth the framework the FSOC proposed to use to 
determine whether a nonbank financial company could pose a threat to the financial 
stability of the United States. The comment period for this NPRM closed on February 
25, 2011. 

A number of commenters, as well as some members of this Committee,^ thought 
that the NPRM lacked the specificity needed to provide meaningful guidance to 
potentially designated entities. There is general agreement among the FSOC agencies on 
the need to provide and seek comment on additional details regarding the standards for 
assessing systemic risk before issuing a final rule. Staffs are working on a more detailed 
approach with the goal of proposing revisions for comment in the near term. 

Under the Dodd-Frank Act, the FSOC is required to report annually to Congress. 
This report is in its final approval stages with the FSOC-member agencies, and should be 
available very shortly. It will include a description of the activities of the FSOC, 

2 

Oversight of Dodd-Frank Implementation: Monitoring Systemic Risk and Promoting Financial 
Stability, Hearing before the Senate Committee on Banking, Housing and Urban Affairs, 1 1 2 Cong., May 
12, 201 1 (Statements of Sens. Patrick J. Toomey, Sherrod Brown and Mark Warner). 
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significant market and regulatory developments, potential emerging threats to financial 
stability of the U.S., and recommendations to enhance the integrity, efficiency, 
competitiveness, and stability of the U.S. financial markets, promote market discipline, 
and maintain investor confidence. 

IV. Strengthening Capital. Leverage, and Liquidity Requirements 

The Committee’s invitation also expressed an interest in receiving an update on 
the Dodd-Frank Act provisions relating to risk-based capital, leverage, and liquidity 
requirements. Section 165 of the Dodd-Frank Act authorizes the FRB, on its own or 
pursuant to recommendations from the Council, to establish heightened prudential 
standards for all designated non-bank financial companies and all bank holding 
companies with total consolidated assets of $50 billion or greater. These standards must 
address, among other things, risk-based capital, leverage, and liquidity requirements for 
those companies. 

The Dodd-Frank Act provides a central role for the Council and the prudential 
regulators, including the OCC, with respect to the standards to be developed by the FRB. 
For example, under the Act the FSOC is required, as one of its enumerated purposes, to 
make recommendations to the FRB concerning the establishment of the heightened 
prudential standards, and the FRB, in prescribing the standards, must “take into account” 
the Council’s recommendations. The FRB also is required to consult with the primary 
regulator for a depository institution subsidiary of a bank holding company - the OCC in 
the case of national banks or federal savings associations - before imposing heightened 
prudential standards on the company that are likely to significantly impact the depository 
institution subsidiary. 
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The OCC continues to be active in this consultative capacity both as a member of 
the Council and as the regulator of national banks and federal savings associations. The 
Council has established a Heightened Prudential Standards Committee, which the FRB 
and the OCC co-chair. 

The Federal banking agencies also have moved quickly to implement other capital 
provisions contained in the Dodd-Frank Act, During the financial crisis, all U.S. banking 
institutions were required to calculate their regulatory risk-based capital requirements 
using the same generally applicable risk-based capital rules. Although no U.S. banking 
institutions have been approved to calculate their risk-based capital requirements using 
the internal modeling methodologies of the advanced approaches risk-based capital rules, 
there were concerns that large internationally active banking organizations theoretically 
could operate with lower minimum risk-based capital requirements using the advanced 
approaches rules than they would be required to hold under the general rules. To address 
this concern and prevent banking institutions’ minimum required capital levels from 
falling in the wake of the financial crisis, the Dodd-Frank Act provided that the generally 
applicable risk-based capital rules shall serve as a floor for any other risk-based capital 
requirements. 

Consistent with this requirement, the OCC, FRB, and FDIC published a final rule 
on June 28, 2011, that amends the advanced approaches risk-based capital regulations to 
institute a permanent floor. Under the final rule, each national bank subject to the 
advanced approaches risk-based capital rules must calculate its required minimum risk- 
based capital under both the general risk-based capital rules, which are applicable to all 
banks, and the advanced approaches rules, which are only applicable to the largest 
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internationally active banks. Each quarter, an advanced approaches bank will have to 
calculate its minimum capital requirements under each set of rules, compare the results, 
and use the more stringent requirements to determine compliance with the minimum risk- 
based capital standards. 

V. Other Rulemakings 

As I noted in my February testimony, the OCC is participating in approximately 
85 Dodd-Frank Act projects ranging in scope from our extensive efforts that helped to 
integrate the OTS’s staff and supervisory responsibilities to consultation on a variety of 
rulemakings being undertaken by other agencies. This portion of my testimony 
highlights the progress we have made thus far in implementing certain key Dodd-Frank 
Act rules. 

Incentive Compensation Rulemaking 

Improperly structured compensation arrangements that provided executives and 
employees with incentives to take imprudent risks were among the many factors cited as 
contributing to the financial crisis. Consequently, the Dodd-Frank Act required the 
Federal banking agencies, the NCUA, the SEC, and the FHFA to prohibit incentive-based 
payment arrangements, or any feature of any such arrangement, at “covered financial 
institutions” (generally defined to include financial institutions with $! billion or more in 
assets) that the agencies determine encourages inappropriate risks by providing excessive 
compensation or that could lead to material financial loss. Under the Dodd-Frank Act, 
covered financial institutions also must disclose to their appropriate Federal regulators 
the structure of their incentive-based compensation arrangements sufficient to determine 
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whether the structure provides “excessive compensation, fees, or benefits” or “could 
lead to material financial loss” to the institution. 

On April 14, 201 1 , the agencies issued a proposal to implement the incentive- 
based compensation provisions in Section 956 of the Dodd-Frank Act. The material 
financial loss provisions of the proposed rule establish general requirements applicable to 
all covered institutions and additional requirements applicable to larger covered financial 
institutions. The general requirements provide that an incentive-based compensation 
arrangement, or any feature of any such arrangement, established or maintained by any 
covered financial institution for one or more covered persons must balance risk and 
financial rewards and be compatible with effective controls and risk management and 
supported by strong corporate governance. 

The proposed rule also includes two additional requirements for “larger financial 
institutions,” which for the federal banking agencies, NCUA, and the SEC means those 
covered financial institutions with total consolidated assets of $50 billion or more. First, 
a larger financial institution must defer 50 percent of incentive-based compensation for 
its executive officers for a period of at least three years. Second, the board of directors 
(or committee thereof) of a larger financial institution also must identify, and approve, 
the incentive-based compensation arrangements for individuals (other than executive 
officers) who have the ability to expose the institution to possible losses that are 
substantial in relation to the institution’s size, capital, or overall risk tolerance. These 
individuals may include, for example, traders with large position limits relative to the 
institution’s overall risk tolerance and other individuals that have the authority to place at 
risk a substantial part of the capital of the covered financial institution. 
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The comment period on the proposed rule closed on May 3 1 , 201 1 , and the 
agencies collectively received thousands of comments - approximately 9,700 comments 
were received by the OCC alone. The agencies are carefully considering the comments 
and diligently working toward jointly issuing the incentive-based compensation final rule. 

Credit Risk Retention Rulemaking 

Securitization markets are an important source of credit to U.S. households and 
businesses and state and local governments. When properly structured, securitization 
provides economic benefits that lower the cost of credit. However, when incentives are 
not properly aligned and there is a lack of discipline in the origination process, 
securitization can result in harm to investors, consumers, financial institutions, and the 
financial system. During the financial crisis, securitization displayed significant 
vulnerabilities, including informational and incentive problems among various parties 
involved in the process. To address these concerns, section 941 of the Dodd-Frank Act 
requires the OCC, together with the other Federal banking agencies, as well as HUD, 
FHFA, and the SEC to require sponsors of asset-backed securities to retain at least five 
percent of the credit risk of the assets they securitize. The purpose of this new regulatory 
regime is to correct adverse market incentive structures by giving securitizers direct 
financial disincentives against packaging loans that are underwritten poorly. 

Pursuant to this requirement, the interagency group issued a joint proposal. In 
addition to requiring securitization sponsors to retain at least five percent of the credit 
risk of securitized assets, the proposal would establish a number of exemptions from the 
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risk retention requirement, most notably, an exemption for securitizations backed entirely 
by “qualified residential mortgages” (QRMs). 

Consistent with the statutory provision, the definition of QRM includes 
underwriting and product features that historical loan performance data indicate result in 
a low risk of default. Thus, the proposed QRM underwriting criteria are consistent with 
the premise that a complete exemption from risk retention should be supported by very 
high quality mortgage loans. That said, we note that this particular aspect of the proposal 
has been the subject of much comment. The OCC is interested in the feedback on this 
aspect of the proposal, and we note that if the agencies are persuaded that the proposed 
underwriting criteria are too restrictive on balance, the preamble to the proposal 
discussed several possible alternatives. 

One alternative would be to permit the use of private mortgage insurance obtained 
at origination of the mortgage for loans with loan-to-value ratios higher than the 80 
percent level specified in the proposed rule. Other alternatives discussed in the proposal 
include (i) imposing less stringent QRM underwriting criteria, but also imposing more 
stringent risk retention requirements on non-QRM loan asset-backed securities to provide 
incentives to originate QRM loans and reflect the relatively greater risk of the non-QRM 
loan market, and (ii) creating an additional residential mortgage loan asset class along 
side the QRM exemption with less stringent underwriting standards or private mortgage 
insurance, subject to a risk retention requirement set somewhere between zero and five 
percent. 

The proposal was published in the Federal Register on April 29, 201 1, and 
comments were due by June 10, 201 1. However, the agencies extended the comment 
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period until August 1, 201 1, due to the complexity of the rulemaking and to allow parties 
more time to consider the impact of the proposal. 

Margin and Capital Requirements for Covered Swap Entities 

During the financial crisis, the lack of transparency in derivatives transactions 
among dealer banks and between dealer banks and their counterparties created 
uncertainty about whether market participants were significantly exposed to the risk of a 
default by a swap counterparty. To address this uncertainty, sections 731 and 764 of the 
Dodd-Frank Act require the OCC, together with the FRB, FDIC, FHFA, and Farm Credit 
Administration, to impose minimum margin requirement on non-cleared derivatives. 

Such requirements should reduce the ability of firms to take on excessive risks through 
swaps without sufficient financial resources to make good on their contracts. Also, 
because some financial institutions used derivatives to take on excessive risks, the margin 
requirements must be based on the risks posed by the non-cleared derivatives and 
derivatives counterparties. Firms that take significant risks through derivatives should 
face more stringent margin requirements with respect to non-cleared derivatives, while 
firms that take lower risks should face less stringent margin requirements. 

Under the provisions of the Dodd-Frank Act, the OCC, together with the FRB, 
FDIC, FHFA, and Farm Credit Administration, published a proposal to establish 
minimum margin and capital requirements for registered swap dealers, major swap 
participants, security-based swap dealers, and major security-based swap participants 
(swap entities) subject to agency supervision. Consistent with the Dodd-Frank Act 
requirement, the amount of margin that swap entities would be required to collect under 
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the proposed rule would vary based on the relative risk of the counterparty and of the 
swap or security-based swap. A swap entity would not be required to collect margin 
from a commercial end user as long as its margin exposure is below an appropriate credit 
exposure limit established by the swap entity. A swap entity also would not be required 
to collect margin from low-risk financial end users as long as its margin exposure does 
not exceed a specific threshold; however, margin would be required to be collected from 
other financial end users and all swap entities. The proposed margin requirements would 
apply to new, non-cleared swaps or security-based swaps entered into after the proposed 
rule’s effective date. The proposed rule does not create new capital requirements. 
Instead, it relies on existing capital standards that address non-cleared swaps and non- 
cleared security-based swaps to implement the requirement to establish capital 
requirement for regulated swap entities. 

The proposal was published in the Federal Register on May 1 1, 201 1, and 
comments were due on or before June 24, 2011. However, due to the complexity of the 
rulemaking, to allow parties more time to consider the impact of the proposed rule, and 
so that the comment period on the proposed rule would run concurrently with the 
comment period for similar margin and capital requirements proposed by the Commodity 
Futures Trading Commission (CFTC), the agencies extended the comment period until 
July 11,2011. 

Retail Foreign Exchange Transactions 

To ensure that retail customers engaged in foreign currency trading fully 
understand the risks involved in the transactions, as well as to protect those customers 
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from fraud, the Dodd-Frank Act amended the Commodity Exchange Act to provide that 
national banks (and other institutions) could engage in certain off-exchange transactions 
in foreign currency with retail customers only pursuant to rules adopted by a Federal 
regulatory agency, including the institution’s appropriate Federal banking agency. 

In general, a retail foreign exchange transaction is a transaction in foreign 
currency between a national bank and a retail customer that is: (i) a future or option on 
such a future; (ii) an option not traded or executed on a registered national securities 
exchange; or (iii) a certain leveraged or margined transaction. Last week, the OCC 
adopted a final rule that authorizes national banks to engage in certain off-exchange 
transactions in foreign currency with retail customers, subject to a number of 
requirements pertaining to disclosure, record keeping, capital and margin, reporting, 
business conduct, and documentation. The requirements are similar to a recently enacted 
CFTC rule governing retail foreign exchange transactions by CFTC registrants. The 
OCC decided to model its rule after the CFTC’s rule to promote regulatory consistency. 

VI. Conclusion 

I appreciate the opportunity to update the Committee on the work we have done to 
date to implement the provisions of the Dodd-Frank Act, and, in particular, the actions 
we undertook over the course of the year to effect a smooth and workable integration of 
the OTS into the OCC. 1 am happy to answer your questions. 




RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM NEAL S. WOLIN 

Q.l.a. A number of studies that purport to examine the tradeoff be- 
tween increased bank capital and economic growth have been con- 
ducted by bankers, regulators, and academics. Some of these stud- 
ies argue that increasing bank capital standards will result in sub- 
stantially lower economic growth. Others argue that the tradeoffs 
are very small, and some argue that there is no tradeoff. 

Do we face a tradeoff between increased bank capital and eco- 
nomic growth? 

A.l.a. There is a potential tradeoff between higher bank capital re- 
quirements and economic growth. In making determinations re- 
garding appropriate capital levels, it is critical to strike a careful 
balance. Treasury has advocated imposing heightened capital re- 
quirements to help ensure that the U.S. banking system is more 
stable and resilient. These requirements must be designed to allow 
institutions to absorb losses comparable to what the U.S. and other 
countries faced at the peak of the recent financial crisis, and still 
be able to operate without special Government support. 

But while capital requirements must be high enough to provide 
strong cushions against loss. Treasury also believes that setting 
capital requirements too high could threaten the ability of banks 
to provide credit to households and businesses, or could drive the 
reemergence of risky shadow banking systems. Furthermore, it is 
important that banks be allowed to raise capital over an appro- 
priate period so that they can continue to perform their essential 
function of providing credit to households and businesses. 

It is also appropriate for regulators setting capital requirements 
to consider the prudential effects of other important reforms, in- 
cluding those required by the Dodd-Frank Act. Among these other 
reforms are the new liquidity requirements, limits on leverage, con- 
centration limits, activity restrictions, margin rules for derivatives, 
the stronger financial cushions being built in central counterpar- 
ties, and greater transparency requirements. 

Q.l.b. Which specific studies led you to that conclusion? 

A.l.b. There is a rich and varied literature on the potential trade- 
off between capital requirements and economic growth, and the 
views set out above do not rely on any one study. 

Q.l.c. Several prominent academics have argued that banks could 
be required to maintain equity capital ratios as high as 15 percent, 
or even 25 percent, of total assets (not risk-weighted assets) with- 
out adversely affecting economic growth. Do you agree with them? 
Please explain. 

A.l.c. The Federal Reserve Board and other financial regulators 
have worked through the FSB and Basel Committee to put forward 
capital standards under Basel III that achieve a proper balance — 
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creating stronger cushions against loss, but not so high that they 
could threaten the ability of banks to provide credit to households 
and businesses, or could cause the re-emergence of risky shadow 
banking systems. 

These new Basel III standards include a core solvency ratio (Tier 
1 and Tier 2 ) of percent; a minimum requirement of 4.5 percent of 
common equity, and a 2.5 percent common equity capital conserva- 
tion buffer. Further, countries may impose a countercyclical capital 
buffer ranging from 0 percent to 2.5 percent of common equity, ac- 
cording to national circumstances. 

The Basel Committee on Banking Supervision in September also 
issued a final capital surcharge framework for globally important 
banking organizations (G-SIBs), which was endorsed by the Finan- 
cial Stability Board in October and the G-20 at its Cannes meeting 
on November 4th. Under the designation criteria of the framework, 
G-SIBs are required to hold supplemental buffers of common eq- 
uity in addition to the minimum Basel III requirements, ranging 
from 1 percent to 2.5 percent depending on the systemic risk posed 
by a banking organization. 

We believe these new standards are appropriate and will provide 
stronger buffers against financial shocks. It also important that 
they be applied consistently across jurisdictions and we are work- 
ing to ensure comparable implementation standards. 

Q.2. Along with the FHFA and HUD, each of you had a hand in 
writing the proposed risk retention rule. Dodd-Frank exempted 
FHA-insured loans from these risk retention requirements. How- 
ever, the proposed QRM section of the rule does not exempt loans 
insured by private mortgage insurance. 

As private mortgage insurance and FHA are sometimes direct 
competitors, are any of you concerned that Dodd-Frank’s risk reten- 
tion requirements may shift more business toward FHA at a time 
when many experts believe that it should be trying to reduce its 
market share? 

A.2. Although the Secretary of the Treasury, as Chairman of the 
Financial Stability Oversight Council (Council), is charged with co- 
ordinating the Dodd-Frank Section 941 risk retention rule. Treas- 
ury is not a rule writer. The joint rule writers are the FDIC, SEC, 
OCC, Federal Reserve Board, HUD, and FHFA. 

The Notice of Proposed Rulemaking (NPR) was released in 
March 2011 and the comment period closed on August 1, 2011. The 
rule writers currently are considering the comments received. 

Treasury agrees that a reduced Government role is important for 
the future of the housing finance system. We want to make sure 
that when the rule is finished, that the private market plays a crit- 
ical role. In coordinating the agencies’ writing of a final rule. Treas- 
ury will work to ensure that the role of the private market is care- 
fully considered. 

Q.3. Over a month ago, the Inspectors General from each of your 
agencies released reports that deepened my concern your agencies 
are not undertaking the type of economic analysis that is necessary 
to reveal how Dodd-Frank will affect our economy. 
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A.3. What specific steps have each of you taken, in response to the 
IG reports, to improve the amount and type of analysis that your 
agencies are conducting in implementing Dodd-Frank? 

Treasury’s Office of Inspector General (GIG) issued a report on 
June 13, 2011, regarding economic analysis by the Office of the 
Comptroller of the Currency (OCC) related to rulemakings in order 
to implement the Dodd-Frank Act. The Treasury OIG concluded 
that the OCC has processes in place to ensure that required eco- 
nomic analyses are performed consistently and with rigor in con- 
nection to its rulemaking authority. 

The Treasury OIG recommended that the OCC: (1) develop pro- 
cedures to ensure the coordination between the groups calculating 
administrative burden for various analyses and (2) update internal 
guidance to reflect the current statutory environment governing 
the rulemaking and related economic analysis processes, and de- 
velop related written procedures. The OCC has implemented these 
new enhancements to its rulemaking procedures including the re- 
lated economic analysis. 

The Treasury Secretary also has encouraged Financial Stability 
Oversight Council (Council) members to adopt the principles and 
guidelines set forth in the President’s Executive Order 13563 of 
January 18, 2011, “Improving Regulation and Regulatory Review.” 
Although the Executive Order does not apply to independent regu- 
latory agencies, the Secretary encouraged all Council member 
agencies to adopt the principles and guidelines it sets forth. In ad- 
dition, on July 11, 2011, the President signed Executive Order 
13579, asking the independent regulatory agencies, to the extent 
permitted by law, to follow the cost-saving, burden-reducing prin- 
ciples in Executive Order 13563. These priorities and guidelines 
can help strike the right regulatory balance: helping to ensure reg- 
ulations improve the performance of our economy and protect con- 
sumers and investors, without imposing undue costs on society. 

Q.4. Secretary Wolin, in a recent speech by your colleague Assist- 
ant Secretary Mary Miller, she mentioned that the Financial Sta- 
bility Oversight Council is coordinating Dodd-Frank rule-writing 
across agencies. 

Does the Council’s coordination of agency rulemaking include at- 
tempting to understand the cumulative costs of all the Dodd-Frank 
rules? If so, how is this being done? If it is not being done, why 
not? 

A.4. The Administration has stressed the importance of regulations 
that strike the right balance between a financial system that is 
safer and more resilient and one that is innovative and dynamic. 

The Administration is leading a Governmentwide effort to 
streamline, simplify, and review the costs and benefits of new and 
existing regulations. For example, in January, the President issued 
an Executive Order directing executive agencies to develop a plan 
to streamline regulations. In June, Secretary Geithner wrote a 
memo to members of the Council, encouraging the members that 
are independent agencies to adopt the principles and guidelines of 
the President’s Executive Order. And in July, the President encour- 
aged all independent regulatory agencies, to the extent permitted 
by law, to follow the key provisions of his January Executive Order. 
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The Council does not conduct cost-benefit analyses on rules pro- 
posed by independent rulemaking agencies. However, Treasury be- 
lieves that it is important for agencies to consider the economic ef- 
fects of significant rulemakings. Analyzing new regulations’ costs 
and benefits, both in terms of individual rules and rules in aggre- 
gate, is an important part of getting the balance right. Because not 
all the costs and benefits of potential regulations may be quantified 
with precision, agencies must retain the ability to balance quan- 
titative and qualitative factors as they implement their statutory 
obligations under the Dodd-Frank Act. 

Q.5. Secretary Wolin, in a Politico op-ed earlier this month, you 
stated that “For years, regulators in Washington failed to make use 
of their authority to protect the system.” 

• Which regulators failed to properly use their authority to pre- 
vent the financial crisis? 

• What action has the Administration taken to hold these regu- 
lators accountable for their failures? 

A.5. In the years leading up to the financial crisis, regulators failed 
to use fully the authority they had both to constrain risk in the fi- 
nancial system and to protect consumers. Moreover, in critical 
areas there were significant gaps in legal authority to set stand- 
ards or respond to a financial shock. Because of these factors, ex- 
cessive risk taking and harmful practices in consumer lending by 
financial companies, which were central to the financial crisis, were 
not effectively monitored or prevented. 

While Federal regulators had authority to better monitor risk 
taking by large financial institutions, no regulator had authority to 
comprehensively regulate the over-the-counter derivatives markets, 
or to impose tough prudential standards on companies like Lehman 
Brothers or AIG’s Financial Products unit. Before Dodd-Frank, 
each financial regulator had authority to oversee particular institu- 
tions and markets, but regulators did not have an effective forum 
to work together to understand issues such as the risks in the 
securitization of subprime mortgages, which cut across multiple 
agencies’ jurisdictions. The Financial Stability Oversight Council, 
which was created by Dodd-Frank, provides the financial regu- 
lators with a forum to coordinate across agencies and instill joint 
accountability for the strength of the financial system. 

Similarly, prior to the passage of Dodd-Frank, seven different 
Federal agencies had responsibility for Federal consumer financial 
protection. Increasing accountability by consolidating authority for 
consumer financial protection is one of the reasons for creating the 
Consumer Financial Protection Bureau. Consumer financial protec- 
tion had not been the primary focus of any Federal agency, and no 
agency had effective tools to set the rules for and oversee the whole 
market. The supervisory framework for enforcing consumer protec- 
tion regulations had significant gaps and weaknesses and generally 
did not cover as well as it should have the nonbank financial com- 
panies that make up a significant segment of the consumer finance 
market. 

The Administration has taken important, concrete actions to ad- 
dress regulatory accountability. Most notably, the Administration 
worked with Congress to enact the Dodd-Frank Wall Street Reform 
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and Consumer Protection Act, which reformed the supervisory 
framework by: 

• Establishing and supporting the Financial Stability Oversight 
Council, which enables unprecedented coordination between 
regulators and has responsibility to identify gaps in regulation 
that could pose risks to the financial stability of the United 
States; 

• Establishing consolidated prudential supervision of federally 
chartered depository institutions and supporting the transfer of 
the prudential responsibilities from the Office of Thrift Super- 
vision to the Office of the Comptroller of the Currency; and 

• Establishing and supporting the Consumer Financial Protec- 
tion Bureau, with the authority and accountability to ensure 
that Federal consumer financial protection regulations are 
written fairly and enforced vigorously. 


RESPONSE TO WRITTEN QUESTION OF SENATOR CRAPO 
FROM NEAL S. WOLIN 

Q.l. The SEC proxy access rule is the first Dodd-Frank rule that 
has been successfully challenged in the courts for failing to ade- 
quately analyze its economic costs and benefits. In the unanimous 
decision to vacate the rule, U.S. Circuit Judge Douglas Ginsburg 
wrote: 

The commission inconsistently and opportunistically framed the costs and 
benefits of the rule; failed adequately to quantify the certain costs or to ex- 
plain why those costs could not be quantified; neglected to support its pre- 
dictive judgments; contradicted itself; and failed to respond to substantial 
problems raised by commenters. 

How do you intend to ensure that the rules that your agency 
adopts under Dodd-Frank are supported by rigorous economic anal- 
ysis? 

A.l. Unlike the primary Federal banking and market regulators. 
Treasury has a very limited rulemaking role under the Dodd-Frank 
Act. However, Treasury believes that it is important for Federal 
rulemaking agencies to consider the economic consequences of sig- 
nificant rulemakings. To that end. Treasury has a demonstrated 
history of compliance with applicable Federal requirements to con- 
sider the costs and benefits relating to significant rulemakings. 
Treasury is subject to the requirements of Executive Order 12866, 
which among other things, sets forth principles for Federal agency 
rulemaking, including that Federal agencies assess both the costs 
and the benefits of an intended regulation and, recognizing that 
some costs and benefits are difficult to quantify, propose or adopt 
regulation only upon a reasoned determination that the benefits of 
the intended regulation justify its costs. Treasury also complies 
with the requirements of the Regulatory Flexibility Act, under 
which it considers the economic impact of rules on small entities. 
Finally, Treasury is subject to the President’s January 18, 2011, 
Executive Order entitled “Improving Regulation and Regulatory 
Review” that reemphasizes the principles of cost-benefit analysis, 
which the Office of Management and Budget applies as part of its 
review process. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR TOOMEY 
FROM NEAL S. WOLIN 

Q.l. I understand that the International Association of Insurance 
Supervisors (lAIS) has submitted questions to certain insurance 
companies in order to determine whether to designate them as G- 
SIFIs. Many U.S. insurers are concerned about the lAIS process, 
including confidentiality and their authority to demand such data. 
What is the United States position on the lAIS process, and how 
does the lAIS process fit within the FSOC process which also is 
charged with designating SIFIs? How will you ensure there are not 
duplicative or even inconsistent requests for data and designations? 
A.l. Treasury is working to ensure that the international process 
around designations of systemically important insurance institu- 
tions (G-SIII) does not disadvantage U.S.-based insurance compa- 
nies. To that end, the Federal Insurance Office (FIO) is partici- 
pating in the lAIS to help develop a consensus approach with re- 
spect to the designation process and methodology that meets the 
goals of consistency and alignment between domestic and inter- 
national designation processes. As part of this process, FIO is 
working to ensure data confidentiality at both the domestic and 
international levels. Also, FIO will help streamline data requests 
by working with domestic regulators and coordinating future inter- 
national efforts to collect data from U.S. -based insurers. 

Q.2.a. The Office of Financial Research (OFR) along with FSOC 
member agencies will have access to significant amounts of propri- 
etary and other sensitive information about financial institutions. 

How do you plan to protect that information from unauthorized 
disclosures, leaks, hacking or someone who is trying to steal the 
data for competitive purposes? 

A.2.a. The Office of Financial Research (OFR) is developing robust 
plans to protect information and data. 

First, the OFR uses the best available information technology se- 
curity processes for protecting against unauthorized access to infor- 
mation through hacking, malware or other cyber-attacks. 

1. The OFR builds on existing, secure IT infrastructure. We fol- 
low the National Institute for Standards and Technologies’ 
standards required for high confidentiality, high integrity and 
high availability. 

2. In the future, the Office of Financial Research’s information 
security architecture will allow IT/Data security personnel to 
customize access to data consistent with their sensitivity. 

3. At the individual level, OFR laptops are protected from acci- 
dental or intentional tampering. Users do not have adminis- 
trative rights and all updates and changes are reviewed by IT 
security. Office of Financial Research email and system access 
is monitored at multiple levels. These controls are commonly 
audited as part of Treasury’s normal acquisition processes, 
and a maintenance audit takes place at a minimum once a 
year. 

Second, the OFR will strictly limit the scope of data and informa- 
tion collected to those needed to fulfill its mission. 



143 


Third, the OFR is working with FSOC member agencies to de- 
velop procedures and protocols to share data appropriately while 
limiting distribution to those who require it. Authorized partici- 
pants in unique access programs or institutional agreements will 
be trained to manage the data at the level of confidentiality re- 
quired by the originating agency. The OFR will avoid retaining 
records or allowing access beyond the mission needs for timely 
analysis, audits, evidentiary purposes, and in order to comply with 
records requirements. 

Finally, post-employment restrictions will reinforce the OFR’s se- 
curity processes. No employee of the OFR who has had access to 
particularly sensitive data maintained by the OFR about financial 
entities required to report to the OFR may be employed by or pro- 
vide advice or consulting services to a financial company for a pe- 
riod of 1 year after possessing access to such data or business con- 
fidential information. For employees whose access to confidential 
business information was sufficiently limited, the regulations may 
provide, on a case-by-case basis, for a shorter period of 
postemployment prohibition. 

Q.2.b. What processes are you developing to govern who has access 
to information, under what circumstances it will be shared and 
penalties for unauthorized disclosures? 

A.2.b. A robust, complete and mature data management discipline 
lies at the core of the OFR Operational Plan and will provide the 
backbone for its access policies. Data management is multifaceted. 
Proper enterprise data management entails establishing and imple- 
menting proper policies and procedures that address data through 
the entire data lifecycle — from acquisition to processing, storage, 
maintenance, validation, and finally access and distribution. 

The framework for the governance of sensitive data at the OFR 
has several aspects: 

• Proper identification of sources, 

• Understanding the technical and business processes by which 
this information will be captured, 

• Understanding the quality of these data and ensuring that in- 
formation is properly “labeled” with correct and complete 
metadata that describes the data, 

• Storing this data in an appropriate technology platform built 
to highest possible industry specifications regarding controlled 
access, and 

• Defining the policies and procedures of entitlements — the busi- 
ness processes that define who in the community of the OFR 
can have access to data and through what authority, and how 
appropriate access can be made available to the designated 
oversight authorities. 

Further, OFR governance processes will provide for require- 
ments-based and role-defined access to data. Gates will be estab- 
lished at multiple levels, with associated audit trails. 

The OFR will also collaborate with other FSOC members in es- 
tablishing a governance framework for sharing financial informa- 
tion. That information sharing will be facilitated in part by the 
OFR efforts to standardize types and formats of data. The OFR is 
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also exploring employing a data management maturity model to 
demonstrate its adherence to best practices in information manage- 
ment and to encourage best practices in other financial agencies. 

The Office of Financial Research will refer suspected misuse of 
confidential information, bank secrecy information, credit informa- 
tion, or otherwise privileged information to Treasury’s Office of the 
Inspector General. The OFR will also refer information related to 
gaining or providing unauthorized access to protected data to 
Treasury’s Office of the Inspector General. 

Q.2.C. What processes are in place now to protect systemic risk in- 
formation that the SEC and CFTC have proposed to begin col- 
lecting early next year? 

A.2.C. The SEC and CFTC are member agencies of the Financial 
Stability Oversight Council. In that capacity, the OFR will collabo- 
rate with the SEC and CFTC on data issues, including newly col- 
lected systemic risk information, where appropriate. Such informa- 
tion would be subject to the OFR data security and governance 
processes described above. 

Q.3. I am concerned that U.S. institutions will bear a significant 
competitive burden vis-a-vis their foreign competitors. While U.S. 
commercial banks will be subject to the full weight of Dodd-Frank’s 
heightened prudential standards and new systemic resolution re- 
gimes, large overseas competitors will be subject only to a systemic 
capital surcharge (sometimes called a G-SIFI or G-SIB surcharge) 
and the new Basel III capital requirements (both of which U.S. in- 
stitutions will also have to meet). 

How have U.S. regulators accounted for the competitive impact 
of our heightened domestic requirements for U.S. banks when they 
negotiated the recent G-SIFI surcharge with foreign regulators? 
A.3. Treasury and U.S. financial regulators are working through 
international forums, such as the Basel Committee and Financial 
Stability Board (FSB), to build a global regulatory framework to 
ensure a level playing field. Recently, the FSB agreed on systemic 
capital surcharges for large banks that will help ensure additional 
loss absorbency requirements will be implemented fairly and even- 
ly across institutions. 

U.S. banking regulators are developing enhanced prudential 
standards for U.S. financial institutions that will take into account 
Basel III capital rules and their implications for domestic firms. In 
addition. Treasury and financial regulators have worked through 
international fora to develop standards for resolution regimes, simi- 
lar to our own, to be applied globally. These efforts will help ensure 
an internationally level playing field for U.S. firms. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM BEN S. BERNANKE 

Q.l. Chairman Bernanke, at the hearing I asked you about the In- 
spector General’s claim that the Federal Reserve Board is using an 
antiquated methodology for conducting its cost benefit analysis. 
You stated that you did not believe that to be correct. On June 13, 
2011, the Office of Inspector General, in its Response to a Congres- 
sional Request Regarding the Economic Analysis Associated with 
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Specified Rulemakings, included a recommendation “that the Board 
update the Rulemalang Procedures Policy Statement and broadly 
disseminate it to all employees involved in rulemaking activities.” 
This recommendation stemmed from the Inspector General’s find- 
ing that the only written policy related to economic analysis in 
Board rulemaking is more than 30 years old. If there is a more re- 
cent policy governing economic analysis in Board rulemaking, 
please provide it. If there is not a more current policy, do you agree 
that the Board should update its policy to reflect developments in 
the past three decades, including the President’s recent executive 
orders with respect to economic analysis? 

A.l. The IG’s report included a positive review of our rulemaking 
activities. For example, the report notes that “the Board conducts 
the economic analysis required by statute and the discretionary 
economic analysis necessary to support rulemaking.”^ The IG’s dis- 
cussion of the qualitative and quantitative methodologies the Board 
employs in rulemaking was also generally positive. ^ 

The Board has long been committed to considering the costs and 
benefits of its rulemaking efforts and the policies incorporated in 
the Board’s Rulemaking Policy Statement reflect both that long- 
standing commitment and the principles recently enumerated in 
Executive Order 13563, issued on January 18, 2011. For example, 
like our guidance, the new Executive Order emphasizes the impor- 
tance of public participation in the rule writing process, and a pref- 
erence for allowing 60 days of public comment for proposed rules. 
Like our guidance, the new Executive Order also seeks to promote 
coordination among agencies, the reduction of regulatory burdens 
and an active consideration of alternatives. And like our guidance, 
the new Executive Order calls for retrospective, periodic review of 
existing regulations. Like the Executive Order, the Board’s policy 
does not incorporate a specific formulaic approach to computing 
costs and benefits, and expects that methods used to determine 
costs and benefits will reflect the technologies and data available 
at the time. 

The Board also recognizes that its policies can be improved. In 
keeping with the IG report, the Board will consider expanding its 
written procedures to include a documentation standard, and to 
provide more explanation regarding the Board’s philosophy and 
principles supporting our rulemaking activities and our preferred 
practices. We have begun to review the guidance with this sugges- 
tion in mind, will revise it if necessary, and disseminate it to all 
staff involved in rule writing. 

Q.2. Some analysts have suggested that the availability of mort- 
gage credit is likely to be restricted as a result of Dodd-Frank. Spe- 
cifically, they point to the interaction of laws and regulations such 
as the new Qualified Residential Mortgage (QRM) and Qualified 
Mortgage (QM), as well as changes to the Home Ownership Equity 
Protection Act (HOPEA) triggers. Are any of you concerned about 
how these regulations may adversely impact the availability of 


^Response to a Congressional Request Regarding the Economic Analysis Associated with Speci- 
fied Rulemakings, Office of Inspector General, Federal Reserve Board, June 2011, p. 18. See 
also, p. 15. 

^Id., at 14-17, (questions 7A and 7B). 
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credit? If so, can these difficulties be handled administratively, or 
do they require legislative solutions? 

A.2. Several provisions of the Dodd-Frank Act are intended to en- 
sure that mortgage markets are sustainable and avoid the excesses 
and misaligned incentives that led to the housing and mortgage 
market difficulties that have been experienced over the past few 
years. In particular, the risk retention requirement, the ability-to- 
pay standards at the core of the definition of a Qualified Mortgage 
(QM), and the changes in the triggers that are established for the 
Home Ownership Equity Protection Act (HOEPA) seek to address 
some of the problems in lending practices that contributed to the 
financial crisis and the severe downturn in the housing and mort- 
gage markets. 

Addressing incentive problems in these markets and establishing 
rules to ensure lenders carefully consider a borrower’s ability-to- 
pay in extending credit are two important goals of the Qualified 
Residential Mortgage (QRM) and QM rulemakings. Ensuring ac- 
cess to credit to well-qualified applicants is also an essential con- 
sideration in these rulemakings. Under the current statutory 
framework, the Board and a number of other agencies must jointly 
define the QRM triggers, and the Consumer Financial Protection 
Bureau (CFPB) must define QM. 

When developing regulations that may impact mortgage lending, 
the Board routinely considers the potential for unduly constraining 
credit supply to qualified borrowers, including through regulation. 
The Board also routinely asks for comment on the extent that pro- 
posed mortgage regulations would constrain credit supply or in- 
crease costs for borrowers. 

The Board is currently reviewing comments received on the pro- 
posal to implement QRM. There are various issues involved in de- 
veloping the definition of QRM and the Board will carefully con- 
sider feedback from the public as the rulemaking moves forward, 
including comments related to costs and impact on access to credit. 
Access to credit is an area of great importance to the Board and 
issues related to both access to, and the cost of, credit will be a 
focus of the Board’s consideration of the comments and views on 
further development of the rulemaking. 

In the case of QM and HOEPA, responsibility for the rule-mak- 
ing has shifted from the Federal Reserve to the CFPB, which is re- 
viewing comments received on the Board’s proposal to implement 
QM. Because the QRM cannot be broader than the QM under the 
Dodd-Frank Act, the final QM definition will have an effect on how 
the final QRM may be defined. 

Q.3.a. A number of studies that purport to examine the tradeoff be- 
tween increased bank capital and economic growth have been con- 
ducted by bankers, regulators and academics. Some of these studies 
argue that increasing bank capital standards will result in sub- 
stantially lower economic growth. Others argue that the tradeoffs 
are very small, and some argue that there is no tradeoff. 

Do we face a tradeoff between increased bank capital and eco- 
nomic growth? 

A.3.a. Bank capital standards affect economic growth in several 
ways, some positive and some negative. On the positive side, re- 
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quiring banks to hold more capital increases their capacity to ab- 
sorb losses and withstand adverse economic conditions. Moreover, 
well-designed capital standards can force banks to internalize to a 
greater extent the risks they take on, including the externalities 
associated with the failure of systemically important financial insti- 
tutions. Both the increased capacity for loss absorption and the 
greater incentive to internalize risks should lead to a reduction in 
the likelihood and severity of financial instability and financial cri- 
ses. At the same time, it is likely that there are also costs associ- 
ated with increasing bank capital. For example, equity is a rel- 
atively expensive source of funding for banks. Unless the required 
return on bank equity falls sufficiently in response, requiring 
banks to fund themselves with more equity may both raise the cost 
of bank credit and lower the interest rate that banks pay to deposi- 
tors. To the extent that the cost of bank credit rises, this is likely 
to result in lower investment by bank-dependent firms. In addition, 
to the extent that higher capital standards act as a “tax” on regu- 
lated financial institutions, there is a concern that financial activi- 
ties could shift to the “shadow banking” sector, which would defeat 
the purpose of the higher standards and could have unintended 
consequences. 

Some observers have contended that these concerns are exagger- 
ated because, as banks de-lever, their equity becomes less risky 
and investors will be satisfied with a lower rate of return. How- 
ever, the conditions needed for such a benign adjustment may not 
always be present. That said, it is possible that some adjustment 
in the expectations of investors regarding required return on bank 
equity could occur and mitigate the effect of higher capital stand- 
ards on the cost of credit. 

While it is difficult to know precisely what level of capital re- 
quirements would maximize the net benefits, an increase in capital 
standards relative to those prevailing before the financial crisis is 
desirable. Indeed, the reforms in Basel III strengthen capital 
standards, and promote a higher quality and quantity of capital 
across countries. 

Q.3.b. Which specific studies led you to that conclusion? 

A.3.b. The Financial Stability Board and the Basel Committee on 
Banking Supervision have published two studies examining the 
macroeconomic impact of strengthening capital standards.^ These 
studies find net long term economic benefits from increasing the 
minimum capital requirements from their pre-crisis levels, coupled 
with modest costs during the transition phase to the new stand- 
ards. In addition, there are several empirical studies that directly 
examined the link between bank capital and lending. These are 


^See “An assessment of the long-term economic impact of stronger capital and liquidity re- 
quirements Basel III: A global regulatory framework for more resilient banks and banking sys- 
tems,” Basel Committee on Banking Supervision, Bank for International Settlements, August 
2010, and “Assessing the macroeconomic impact of the transition to stronger capital and liquid- 
ity requirements,” Macroeconomic Assessment Group, Bank for International Settlements, Au- 
gust 2010. The former focuses on the long-term impact, while the latter considers the shorter- 
term transition phase. For related work, see also “The Welfare Cost of Bank Capital Require- 
ments” by Skander J. Van den Heuvel, Journal of Monetary Economics, 55, 298—320, March 
2008, and “Financial Capital and the Macroeconomy: Policy Considerations” by Michael T. Kiley 
and Jae W. Sim, Finance and Economics Discussion Series, 2011—28, Board of Governors of the 
Federal Reserve System. 
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generally supportive of the view that negative shocks to bank cap- 
ital lead to lower lending."^ 

Q.3.C. Several prominent academics have argued that banks could 
be required to maintain capital ratios as high as 15 percent, or 
even 25 percent, of total assets (not risk weighted assets) without 
adversely affecting economic growth. Do you agree with them? 
Please explain. 

A.3.C. As described above, there remains substantial uncertainty 
about the precise magnitude of both the benefits and the costs of 
a given increase in bank capital. The studies cited above are broad- 
ly supportive of somewhat higher standards. However, some ob- 
servers claim that even greater increases in capital requirements 
are desirable.® It is difficult to know precisely at what level of cap- 
ital requirements the costs of raising them further start to out- 
weigh the benefits to economic growth. Given this uncertainty and, 
as described above, the fact that many of the idealized assumptions 
used by some of these observers do not hold in practice, the more 
modest approach taken in Basel III seems appropriate, particularly 
since implementation is occurring during a time of inadequate eco- 
nomic growth and financial market fragility. 

Q.4. Along with the FHFA and HUD, each of you had a hand in 
writing the proposed risk retention rule. Dodd-Frank exempted 
FHA-insured loans from these risk retention requirements. How- 
ever, the proposed QRM section of the rule does not exempt loans 
insured by private mortgage insurance. As private mortgage insur- 
ance and FHA are sometimes direct competitors, are any of you 
concerned that Dodd-Frank’s risk retention requirements may shift 
more business towards the FHA at a time when many experts be- 
lieve that it should be trying to reduce its market share? 

A.4. The Federal Reserve and the other agencies involved in writ- 
ing the QRM section of the risk retention Notice of Proposed Rule 
(NPR) carefully considered how to define the QRM to meet the 
Dodd-Frank Act’s requirement that the definition “[take] into con- 
sideration underwriting and product features that historical loan 
performance data indicate result in a lower risk of default . . . ”. 
Although the Dodd-Frank Act listed mortgage guarantee insurance 
as one factor that the regulatory agencies could take into account, 
we were not able to find data that supported the view that private 
mortgage insurance lowered the risk of default. Mortgage insur- 
ance has certainly protected lenders from losses when borrowers do 
default, but it does not appear to substantially lower the risk of de- 
fault. Lenders, investors and other mortgage market participants 
will likely continue to value the protection offered by mortgage in- 
surance, so even without being tied to QRM, demand for mortgage 


^Examples include “The Credit Crunch” by Ben S. Bernanke and Cara S. Lown, Brookings 
Papers On Economic Activity, 2, pp. 205—239, 1991; “Bank Capital and the Credit Crunch: The 
Roles of Risk-Weighted and Unweighted Capital Regulations” by Diana Hancock and James A. 
Wilcox, American Real Estate and Urban Economics Association Journal, 22, no. 1: 59—94, 1994; 
“The International Transmission of Financial Shocks: The Case of Japan” by Joe Peek and Eric 
S. Rosengren, American Economic Review, 87, no. 4: 495-505, 1997. 

® See, for example, “Fallacies, Irrelevant Facts, and Myths in the Discussion of Capital Regula- 
tion: \^y Bank Equity is Not Expensive” by Anat R. Admati, Peter M. DeMarzo, Martin F. 
Hellwig and Paul Pfleiderer, Working Paper, Stanford University, 2011; and “Optimal Bank 
Capital” by David Miles, Jing Yang and Gilberto Marcheggiano, Discussion Paper 31, Bank of 
England, 2011. 
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insurance should continue. Indeed, the definition of the QRM was 
narrowly drawn with the intent that the non-QRM market would 
remain large and robust, resulting in little difference in mortgage 
rates between the QRM and the non-QRM markets. If this outcome 
is realized, the relative standing of the FHA is unlikely to be great- 
ly influenced by the QRM definition. That said, the agencies asked 
for comment on several issues related to mortgage insurance in the 
risk retention NPR. The comment period for the NPR closed on Au- 
gust 1, and the Federal Reserve, along with the other agencies, will 
carefully consider all comments we received on QRM and private 
mortgage insurance. 

Q.5. Over a month ago, the Inspectors General from each of your 
agencies released reports that deepened my concern your agencies 
are not undertaking the type of economic analysis that is necessary 
to reveal how Dodd-Frank will affect our economy. What specific 
steps have each of you taken, in response to the IG reports, to im- 
prove the amount and type of analysis that your agencies are con- 
ducting in implementing Dodd-Frank? 

A.5. See the response to Question 1. 


RESPONSE TO WRITTEN QUESTION OF SENATOR CRAPO 
FROM BEN S. BERNANKE 

Q.l. The SEC proxy access rule is the first Dodd-Frank rule that 
has been successfully challenged in the courts for failing to ade- 
quately analyze its economic costs and benefits. In the unanimous 
decision to vacate the rule, U.S. Circuit Judge Douglas Ginsburg 
wrote: 

The commission inconsistently and opportunistically framed the costs and 
benefits of the rule; failed adequately to quantify the certain costs or to ex- 
plain why those costs could not be quantified; neglected to support its pre- 
dictive judgments; contradicted itself; and failed to respond to substantial 
problems raised by commenters. 

How do you intend to ensure that the rules that your agency 
adopts under Dodd-Frank are supported by rigorous economic anal- 
ysis? 

A.l. Since the enactment of the Dodd-Frank Act, the Federal Re- 
serve, both independently and in conjunction with other agencies, 
has made considerable progress toward adopting regulations de- 
signed to promote financial market stability, strengthen financial 
institutions, and reduce systemic risk to the financial system and 
the economy. 

The Board is committed to avoiding any disruption to the func- 
tioning of the financial system and the broader economy that might 
be caused by its rules. Each rulemaking proposal issued by the 
Board is drafted carefully to ensure that the congressionally pre- 
scribed mandates of the Dodd-Frank Act and other applicable laws 
are followed. Before issuing a final rule, the Board assesses the 
economic effects of the new rule and considers carefully the infor- 
mation provided by commenters through the rulemaking process. 
While this process may require significant staff resources, the 
Board values the public comment process and finds it very helpful 
in identifying and resolving issues raised by the proposed rules. 
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For every rule, the Board also conducts an assessment and takes 
appropriate account of the potential impact that its rule may have 
on small businesses, small governmental jurisdictions, and small 
organizations as required under the Regulatory Flexibility Act 
(“RFA”) (5 U.S.C. 601 et seq.). The Board prepares and makes 
available for public comment in the Federal Register an initial reg- 
ulatory flexibility analysis for any rule that will have a significant 
economic impact on a substantial number of small entities. A final 
regulatory flexibility analysis is prepared for every rule that may 
have a significant economic impact on a substantial number of 
small entities and published in the Federal Register. 

The Board also complies with its obligation under the Paperwork 
Reduction Act (“PRA”) (44 U.S.C. 3501 et seq.) to estimate the pa- 
perwork burden (specifically recordkeeping, reporting, and disclo- 
sure requirements) imposed by the Board’s rules, and to keep this 
burden as low as possible. As required under the PRA, the Board 
seeks public comment on the paperwork burden imposed by its 
rules by providing notice in the Federal Register. The level of bur- 
den estimated under the PRA is then described, in detail, in the 
Federal Register notice for each final rule adopted by the Board, 
after taking account of the comments received during the public 
comment process. These Federal Register notices and final burden 
estimates are best evaluated in the context of each statutorily re- 
quired rule and can be found on the Board’s public Web site. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR TOOMEY 
FROM BEN S. BERNANKE 

Q.l. Under the proposed rule, loans insured by FHA are automati- 
cally exempt from the risk retention requirements. However, loans 
insured by private mortgage insurance, the private sector alter- 
native to FHA, are not. Over the past 3 years, private mortgage in- 
surers, using private capital, have blunted the loss of taxpayer dol- 
lars by absorbing approximately $25 billion in foreclosure losses 
that would have otherwise been borne by taxpayers. Meanwhile, 
taxpayers are on the hook for over $1 trillion in loans purchased 
by Fannie Mae and Freddie Mac and insured by FHA. Shouldn’t 
the risk retention rule be designed to minimize taxpayer exposure 
by increasing the role of private capital by including loans insured 
by private mortgage insurance in the QRM definition? 

A.l. The Federal Reserve and the other agencies involved in writ- 
ing the qualified residential mortgage (QRM) section of the risk re- 
tention NPR carefully considered how to define the QRM to meet 
the Dodd-Frank Act’s requirement that the definition “[take] into 
consideration underwriting and product features that historical 
loan performance data indicate result in a lower risk of default . . . 

While the Dodd-Frank Act listed mortgage guarantee insurance 
as one factor that the regulatory agencies could take into account, 
the agencies did not see data that supported the view that private 
mortgage insurance lowered the risk of default by the borrower on 
the mortgage, which is the standard set by the statute for defining 
QRM. The agencies asked for comment on this and several other 
issues related to mortgage insurance in the risk retention NPR. 
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The comment period for the NPR closed on August 1 and the 
Federal Reserve, along with the other agencies, will carefully con- 
sider all comments we received on QRM and private mortgage in- 
surance. The agencies have received several studies during the 
comment period regarding private mortgage insurance and are 
carefully reviewing them. 

Q.2. The Office of Financial Research (OFR) along with FSOC 
member agencies will have significant amounts of proprietary and 
other sensitive information about financial institutions. 

• How do you plan to protect that information from unauthorized 
disclosures, leaks or hacking or someone trying to steal data 
for competitive purposes? 

• What processes are you developing to govern who has access 
to information, under what circumstances will it be shared and 
penalties for unauthorized disclosures? 

• What processes are in place now to protect systemic risk infor- 
mation that the SEC and CFTC have proposed to being col- 
lecting next year? 

A.2. The Board routinely receives highly confidential information 
from an array of sources, including market participants, regulated 
firms, and other agencies. Because the Board recognizes that the 
protection of this information is pivotal not only to the successful 
accomplishment of the Board’s mission but also to those that pro- 
vide the information to the Board, information security is of para- 
mount importance. Accordingly, the Board protects proprietary and 
other sensitive information through appropriate security controls. 
In this respect, the Board has in place specific requirements for ac- 
cess, handling, transmission, and storage of nonpublic information 
that vary depending on the sensitivity of the information. These re- 
quirements are consistent with the Federal Information Security 
Management Act (FISMA) (44 U.S.C. §§ 3541 et seq.), which man- 
dates that Federal agencies provide information security protec- 
tions commensurate with risk and magnitude of harm from unau- 
thorized access, use, disclosure, modification, or destruction for 
their information and information systems. These requirements 
mean, for example, that the most sensitive confidential business in- 
formation may be shared only with staff with a specific need to 
know who are on an approved access list. Further, the Board also 
ensures that its information systems, including those that store or 
process proprietary and other sensitive information, have in place 
information security controls that meet the standards set forth by 
the National Institute of Standards and Technology. In addition, 
the Board’s Office of Inspector General conducts an annual review 
of the effectiveness of the Board’s information security program. 
The Board will apply its existing processes to protect the propri- 
etary and other sensitive information that is provided by OFR, the 
CFTC or the SEC and will modify those processes as necessary to 
ensure that information provided by these entities is appropriately 
protected. 

As for penalties for unauthorized disclosures, the protections pro- 
vided by existing law also extend to information provided to the 
Board by the OFR, the SEC or the CFTC. For example, the Trade 
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Secrets Act, 18 U.S.C. § 1905, makes it a criminal violation for offi- 
cers and employees of the U.S. Government to disclose confidential 
business information without authorization. Bank examiners are 
subject to additional requirements, including the prohibitions 
under 18 U.S.C. § 1906 that make it a crime for a bank examiner 
to disclose the names of borrowers or collateral for loans without 
authorization. Further, if confidential business information were 
stolen or misused, the person who misappropriates the information 
may be subject to prosecution under 18 U.S.C. § 641 which makes 
it a crime to, among other things, embezzle, steal, sell or knowingly 
convert anything of value of the Government to personal use with- 
out authorization. The Board would also apply its internal adminis- 
trative processes and take appropriate action against any employee 
who discloses proprietary or other sensitive information without 
authorization. 

Q.3. I am concerned that U.S. institutions will bear a significant 
competitive burden vis-a-vis their foreign competitors. While U.S. 
commercial banks will be subject to the full weight of the Dodd- 
Frank’s heightened prudential standards and new systemic resolu- 
tion regimes, large overseas competitors will subject only to a sys- 
temic capital surcharge (sometimes called a G-SIFI or G-SIB sur- 
charge) and the new Basel II capital requirements (both of which 
U.S. institutions will also have to meet). 

How have U.S. regulators accounted for the competitive impact 
of our heightened domestic requirements for U.S. banks when they 
negotiated the recent G-SIFI surcharge with foreign regulators? 
A.3. While the Federal Reserve Board has been working domesti- 
cally to implement the enhanced prudential standards required by 
the Dodd-Frank Act, it has (together with other U.S. Government 
regulatory agencies) also been working with the Financial Stability 
Board, the Basel Committee on Banking Supervision, and other 
international groups to harmonize and implement enhanced stand- 
ards for internationally active banks. These enhanced standards 
should improve the banking sector’s ability to sustain shocks that 
may arise in a stressed environment, strengthen the stability of the 
global economy, and address competitive considerations. In seeking 
to preserve a level playing field that will continue to allow U.S. 
companies to compete effectively and fairly in the global economy, 
the Board has been a strong proponent of international alignment 
with regard to implementation of strengthened prudential require- 
ments, such as capital standards (including capital surcharges ap- 
plicable to G-SIFIs) and living wills, and strengthening cross-bor- 
der resolution capabilities. 

Additionally, the enhanced prudential standards of section 165 of 
the Dodd-Frank Act not only apply to U.S. bank holding companies 
but also foreign banking organizations (FBO) that have operations 
in the United States and more than $50 billion in global assets. 
The Federal Reserve Board is still determining how to apply the 
enhanced standards of section 165 to these FBOs, but in its anal- 
ysis the Board will consider the national treatment, competitive 
equality and the strength of the home country’s supervisory re- 
gime, as required by the statute. Consistent with existing U.S. 
processes for issuing regulations, the Board will issue proposed 
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rulemakings to solicit public comments prior to finalizing any regu- 
latory requirements implementing section 165 of the Act. This will 
give domestic and foreign banking organizations the opportunity to 
comment on issues of cross-border competitiveness and the appro- 
priateness of the Board’s proposed rulemaking. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM MARY L. SCHAPIRO 

Q.l. Along with the FHFA and HUD, each of you had a hand in 
writing the proposed risk retention rule. Dodd-Frank exempted 
FHA-insured loans from these risk retention requirements. How- 
ever, the proposed QRM section of the rule does not exempt loans 
insured by private mortgage insurance. 

As private mortgage insurance and FHA are sometimes direct 
competitors, are any of you concerned that Dodd-Frank’s risk reten- 
tion requirements may shift more business toward FHA at a time 
when many experts believe that it should be trying to reduce its 
market share? 

A.l. In developing the rules that will establish risk retention re- 
quirements under section 941(b) of the Dodd-Frank Act, the agen- 
cies were mindful of the statutory exemption granted by section 
941(b) to FHA-insured loans, as well as the fact that private mort- 
gage insurance historically has served as a form of credit enhance- 
ment accepted by Fannie Mae and Freddie Mac for mortgages with 
higher loan-to-value ratios that allows such mortgages to be 
securitized through mortgage-backed securities guaranteed by the 
Enterprises. As noted in the notice of proposed rulemaking (NPR), 
the risk retention requirements are intended to help address prob- 
lems in the securitization markets by requiring that securitizers, as 
a general matter, retain an economic interest in the credit risk of 
the assets they securitize, thereby providing securitizers an incen- 
tive to monitor and ensure the quality of the assets underlying a 
securitization transaction, and also helping to align the 
securitizer’s interests with those of investors. 

Section 941(b) provides that in defining a qualified residential 
mortgage (QRM), the agencies must take into consideration “under- 
writing and product features that historical loan performance data 
indicate result in a lower risk of default.”. With respect to private 
mortgage insurance, the agencies carefully considered the credit 
risk mitigation effects both of this insurance and other credit en- 
hancements obtained at the time of origination. As noted in the 
NPR, the agencies considered a variety of information and reports 
relative to such insurance and other credit enhancements. While 
private mortgage insurance protects creditors from losses when 
borrowers default, at the time the agencies issued the proposed 
rules, the agencies had not identified studies or historical loan per- 
formance data adequately demonstrating that mortgages with such 
credit enhancements are less likely to default than other mort- 
gages, as required by section 941(b). 

The NPR includes many requests for comment on this aspect of 
the proposal, and specifically requested the public’s input on 
whether private mortgage insurance obtained at the time of origi- 
nation would or would not reduce the risk of a residential mortgage 
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default that meets the proposed QRM criteria except for a loan to 
value ratio that is higher than the limits of the proposed require- 
ments. The NPR also requests that commenters provide historical 
loan performance data or studies and other factual support for 
their views. 

The comment period for the proposed rule formally ended on Au- 
gust 1, 2011, and we are carefully considering all comments as we 
move forward with this interagency rulemaking process. As we 
work collaboratively with our fellow regulators in developing final 
risk retention rules, we will continue to take into consideration the 
role that FHA-insured loans have in the marketplace, as well as 
the concerns that demand for these loans could increase if bor- 
rowers do not have available alternatives in the private market- 
place. 

Q.2. Over a month ago, the Inspectors General from each of your 
agencies released reports that deepened my concern your agencies 
are not undertaking the type of economic analysis that is necessary 
to reveal how Dodd-Frank will affect our economy. 

What specific steps have each of you taken, in response to the 
IG reports, to improve the amount and type of analysis that your 
agencies are conducting in implementing Dodd-Frank? 

A.2. After reviewing cost benefit analyses included in six of our 
Dodd-Frank Act rulemaking releases, the SEC’s Inspector General 
issued a report in June of this year. While the Office of Inspector 
General (“GIG”) is continuing to review the Commission’s cost ben- 
efit analyses, this report concluded that “a systematic cost-benefit 
analysis was conducted for each of the six rules reviewed. Overall, 
[the OIG] found that the SEC formed teams with sufficient exper- 
tise to conduct a comprehensive and thoughtful review of the eco- 
nomic analysis of the six proposed released that [the OIG] scruti- 
nized in [its] review.” See U.S. SEC Office of the Inspector General, 
Report of Review of Economic Analyses Performed by the Securities 
and Exchange Commission in Connection with Dodd-Erank 
Rulemakings (June 13, 2011) http: II www.sec-oig.gov ! Reports ! 
Auditsinspections 1 2011 1 Report 6 13 11. pdf at 43. We look for- 

ward to continuing to work with the OIG as it conducts a further 
review. 

That said, I have asked the staff to improve the process for inte- 
grating economic analysis into its decisionmaking throughout the 
course of a rulemaking. Commission staff from the division or office 
responsible for a rule already work closely with the Commission’s 
economists in the Division of Risk, Strategy, and Financial Innova- 
tion (“Risk Fin”) in identifying and analyzing the economic impacts 
of our rules. However, we can and should make even better use of 
Risk Fin’s economic expertise in our rulemaking. In fact, improving 
the agency’s economic analysis capabilities was one of my primary 
goals in creating Risk Fin in September 2009. My view continues 
to be that the goal of a revised process should be to capitalize on 
that expertise by making sure that our economic experts are in- 
cluded at the earliest stages of policy development. This early in- 
volvement will allow them to provide initial economic analyses to 
inform policy choices, and will better position them to perform any 
additional data gathering and analysis needed to help the Commis- 
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sion prepare more complete economic analyses of proposed rules. In 
short, we are committed to doing what is necessary to perform ro- 
bust economic analyses in furtherance of effective rulemaking for 
our pending rule proposals. 

Q.3. Chairman Schapiro, the SEC has interpreted Dodd-Frank’s 
municipal advisor registration requirement very broadly. For exam- 
ple, it would require banks to register even though they are al- 
ready regulated by prudential bank regulators. The municipal advi- 
sor provision was intended to cover unregulated entities, not im- 
pose duplicative regulations. 

• How will applying the registration requirement to entities that 
already are regulated help investors? 

• Will dual regulation merely increase the cost of banking serv- 
ices for municipalities without providing any additional bene- 
fits? 

A.3. The Commission has not finalized rules delineating the appli- 
cation of the municipal advisor registration requirements to banks 
at this time. As you know, on December 20, 2010, the Commission 
proposed for public comment rules that would govern the registra- 
tion of municipal advisors and, among other things, proposed guid- 
ance and solicited comments on the provision of traditional banking 
activities within the context of the definition of “investment strate- 
gies.” We have received over 1,000 comment letters on the pro- 
posal, including approximately 300 letters that address this impor- 
tant issue, and we are reviewing them carefully. 

The lack of a proposed exclusion from the definition of “municipal 
advisor” for banks is consistent with the statutory definition of 
“municipal advisor,” which does exclude certain federally regulated 
entities, such as investment advisers, but does not exclude banks. 
That said, the proposing release does not specifically define any 
traditional bank products and services as constituting municipal 
advisory activities. For example, the proposing release notes that 
“money managers providing advice to municipal entities with re- 
spect to their bank accounts could be municipal advisors.” (empha- 
sis added). 

The proposing release asks numerous questions as to which, if 
any, of a wide variety of traditional bank activities and services 
would constitute municipal advisory activity. With respect to what 
extent banks should be excluded from the proposed municipal advi- 
sor registration requirements, in addition to reviewing the many 
comments received on this issue. Commission staff is consulting 
with staff at the Federal banking regulators regarding the appro- 
priate scope of any such possible exclusion. This consultation 
should help promote a more effective and efficient implementation 
of the requirements of the Dodd-Frank Act that works to protect 
investors, municipal entities, obligated persons, and the public in- 
terest. 

Commission staff is currently preparing drafts of final rule- 
making for Commission consideration that will discuss the com- 
ment letters the Commission received concerning these topics. The 
Commission will consider the costs and benefits to investors, mu- 
nicipal entities, obligated persons, and the public before finalizing 
the municipal advisor registration rules required by the Dodd- 
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Frank Act. I expect that the final rule will provide clarity on this 
issue while striking an appropriate balance between ensuring that 
parties engaging in municipal advisory activities are registered, 
without unnecessarily requiring banks and bank employees already 
under the jurisdiction of Federal and State banking agencies to 
comply with additional regulation, examination and inspection bur- 
dens. 

Q.4. Chairman Schapiro, in your testimony, you state that you 
“look forward to implementing’ the recommendations made by the 
staff in a study of the obligations of broker-dealers and investment 
advisors. Two of your fellow Commissioners have called for addi- 
tional work to determine whether there is a problem that needs to 
be solved and, if there is, whether the staffs recommended solution 
was the right one. 

• Has the staff completed this additional work? If so, please pro- 
vide it to the Committee. If not, isn’t it premature to call for 
implementation of the staffs recommendations? 

A.4. As you may be aware, in light of the Commission’s concerns 
over the potential economic impact of any rulemaking under Sec- 
tion 913 of the Dodd-Frank Act, I requested that a core team of 
economists from the Commission’s Division of Risk, Strategy and 
Financial Innovation study, among other things, available data per- 
taining to the standards of conduct in place under the existing 
broker-dealer and investment adviser regulatory regimes, including 
any data addressing Commissioners Casey’s and Paredes’ concerns. 
Since the Commission issued the study required under Section 913 
(the “Study”), this team of economists has been studying these 
issues, and staff has been reviewing public comments and meeting 
with interested parties to discuss their concerns and request addi- 
tional data to inform the staffs economic analysis. This work will 
help to inform any future rulemaking. As you know, with any rule- 
making, the Commission is required to conduct an economic anal- 
ysis regarding the costs and benefits of any rules it proposes and 
consider, among other things, public comment on any such pro- 
posal, including public comment on the Commission’s economic 
analysis, before adopting any final rule. I believe investors would 
be well served by the Commission moving forward in a studied and 
measured way, taking into account the work of our team of econo- 
mists and other staff, to consider a rule proposal to implement the 
staffs recommendations to better protect investors as set forth in 
the Study. 

Q.5. Chairman Schapiro, last week. Judge Rakoff issued an opinion 
in which he questioned the SEC’s decision to litigate on “its home 
turf’ by filing an administrative action, rather than a district court 
action, against one of the defendants in the Galleon insider trading 
cases. The SEC relied on the retroactive application of a Dodd- 
Erank provision to do so. 

• Why is the SEC retroactively applying Dodd-Erank in a man- 
ner that could compromise an important enforcement action? 

A.5. On March 1, 2011, the Commission instituted public adminis- 
trative and cease-and-desist proceedings pursuant to Section 8A of 
the Securities Act of 1933, Sections 15(b) and 21C of the Securities 
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Exchange Act of 1934, Section 203(f) of the Investment Advisers 
Act of 1940, and Section 9(h) of the Investment Company Act of 
1940 against Rajat K. Gupta. In these proceedings, the Commission 
sought to determine whether it was appropriate to enter a cease- 
and-desist order, and to order disgorgement, civil penalties, and a 
bar against Mr. Gupta serving as an officer or director of a public 
company. The request for civil penalties relied, in part, on Dodd- 
Frank amendments to the securities laws that enable the Commis- 
sion to seek civil penalties in administrative cease-and-desist pro- 
ceedings. The Commission also sought civil penalties against Mr. 
Gupta, however, under other provisions of the securities laws that 
existed and authorized such penalties prior to the enactment of 
Dodd-Frank. 

On March 18, 2011, Mr. Gupta filed a lawsuit against the Com- 
mission in the U.S. District Court for the Southern District of New 
York challenging the institution of these proceedings. His com- 
plaint challenged the Commission’s action on due process grounds 
and also alleged impermissible retroactive application of the Dodd- 
Frank amendments to the securities laws. The court denied the 
Commission’s motion to dismiss Mr. Gupta’s complaint, but limited 
the theory of his complaint to one of equal protection, and ordered 
discovery and a hearing to determine whether the Commission’s at- 
tempt to apply the civil penalty provisions in Dodd-Frank retro- 
actively amounted to a denial of equal protection. 

On August 4, 2011, the Commission announced that it had deter- 
mined that it was in the public interest to dismiss the administra- 
tive proceedings against Mr. Gupta. Subsequently, on October 26, 
2011, the Commission filed a civil action in the U.S. District Court 
for the Southern District of New York against Mr. Gupta based on 
the same factual allegations as had underpinned the prior adminis- 
trative proceeding. The Commission also asserted new insider trad- 
ing claims against Raj Rajaratnam in the same action, based on 
material nonpublic information that Mr. Gupta allegedly provided 
to Mr. Rajaratnam. The Commission’s action against Mr. Gupta 
and Mr. Rajaratnam remains pending. 

The Commission does not believe the request for civil penalties 
based on Dodd-Frank amendments to the securities laws made in 
the original administrative proceeding against Mr. Gupta was an 
impermissible retroactive application of the new provisions, nor 
does the Commission believe it was improper for any other reason. 
Nevertheless, the issue has become moot in light of the Commis- 
sion’s dismissal of the administrative proceeding and filing of a 
civil action against Mr. Gupta. Moreover, the Commission does not 
believe that the filing of the administrative proceeding com- 
promised the enforcement action against Mr. Gupta in any way. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO 
FROM MARY L. SCHAPIRO 

Q.l. The SEC proxy access rule is the first Dodd-Frank rule that 
has been successfully challenged in the courts for failing to ade- 
quately analyze its economic costs and benefits. In the unanimous 
decision to vacate the rule, U.S. Circuit Judge Douglas Ginsburg 
wrote: 
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The commission inconsistently and opportunistically framed the costs and 
benefits of the rule; failed adequately to quantify the certain costs or to ex- 
plain why those costs could not be quantified; neglected to support its pre- 
dictive judgments; contradicted itself; and failed to respond to substantial 
problems raised by commenters. 

How do you intend to ensure that the rules that your agency 
adopts under Dodd-Frank are supported by rigorous economic anal- 
ysis? 

A.l. When engaging in rulemaking, we analyze the direct and indi- 
rect costs and benefits of the Commission’s proposed decisions 
against alternative approaches, including, the effects on competi- 
tion, efficiency and capital formation. We invite the public to com- 
ment on our analysis and provide any information and data that 
may better inform our decisionmaking. In adopting releases, the 
Commission responds to the information provided and revises its 
analysis as appropriate. This approach helps ensure a regulatory 
framework that strikes the right balance between the costs and the 
benefits of regulation. 

As you note, however, the Court of Appeals vacated the SEC’s 
proxy access rule for certain deficiencies that they found in our eco- 
nomic analysis of the rulemaking. We are carefully considering the 
court’s criticisms and are taking appropriate steps to respond to 
those that may bear on pending and future rulemakings. 

I have asked the staff to improve the process for integrating eco- 
nomic analysis into its decisionmaking throughout the course of a 
rulemaking. Commission staff from the division or office respon- 
sible for a rule already work closely with the Commission’s econo- 
mists in the Division of Risk, Strategy, and Financial Innovation 
(“Risk Fin”) in identifying and analyzing the economic impacts of 
our rules. However, we can and should make even better use of 
Risk Fin’s economic expertise in our rulemaking. In fact, improving 
the agency’s economic analysis capabilities was one of my primary 
goals in creating Risk Fin in September 2009. My view continues 
to be that the goal of a revised process should be to capitalize on 
that expertise by making sure that our economic experts are in- 
cluded at the earliest stages of policy development. This early in- 
volvement will allow them to provide initial economic analyses to 
inform policy choices, and will better position them to perform any 
additional data gathering and analysis needed to help the Commis- 
sion prepare more complete economic analyses of proposed rules. In 
short, we are committed to doing what is necessary to perform ro- 
bust economic analyses in furtherance of effective rulemaking for 
our pending rule proposals. 

Q.2. SEC Commissioners Kathleen Casey and Troy Paredes issued 
a statement calling for rigorous economic analysis on the SEC staff 
study on Investment Advisers and Broker-Dealers. The two com- 
missioners stated: 

Indeed, the study does not identify whether retail investors are systemati- 
cally being harmed or disadvantaged under one regulatory regime as com- 
pared to the other and, therefore, the study lacks a basis to reasonably con- 
clude that a uniform standard or harmonization would enhance investor 
protection. 

Have you requested that the SEC staff follow-up on this request 
before considering any potential rule changes? 
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A.2. Yes. In light of the Commission’s concerns over the potential 
economic impact of any rulemaking under Section 913, I requested 
that a core team of economists from the Commission’s Division of 
Risk, Strategy and Financial Innovation study, among other things, 
available data pertaining to the standards of conduct in place 
under the existing broker-dealer and investment adviser regulatory 
regimes, including any data addressing Commissioners Casey’s and 
Paredes’ concerns. Since the Commission issued the study required 
by Section 913 of the Dodd-Frank Act (the “Study”), staff has been 
reviewing public comments and meeting with interested parties to 
discuss their concerns and request additional data to inform the 
staffs economic analysis. I believe investors would be well served 
by the Commission moving forward in a studied and measured 
way, taking into account the work of our team of economists and 
other staff, to consider a rule proposal to implement the staffs rec- 
ommendations to better protect investors as set forth in the Study. 

Q.3. One of the results of the recent securities subcommittee hear- 
ing on swap execution facilities was a bipartisan agreement that 
the SEC and CFTC need to provide greater coordination and har- 
monization to get the rules right. How do you intend to achieve 
harmonization between your two agencies on the treatment of re- 
quest for quotes, block trades, and real time reporting? 

A.3. We are cognizant of the goal of harmonization of our rules 
with those of the CFTC in these and other areas under Title VII, 
to the extent practicable. In drafting the SEC’s rules relating to se- 
curity-based swap execution facilities (“SB SEFs”) and trade report- 
ing and dissemination for security-based swaps, SEC staff has met 
regularly with their counterparts at the CFTC. We have consulted 
extensively with CFTC staff and market participants as well, re- 
garding Dodd-Frank Act implementation, and we continue to be 
guided by the objective of achieving consistent and comparable reg- 
ulation, to the extent possible, as we move toward final rules. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR TOOMEY 
FROM MARY L. SCHAPIRO 

Q.l.a. The Office of Financial Research (OFR) along with FSOC 
member agencies will have access to significant amounts of propri- 
etary and other sensitive information about financial institutions. 

• How do you plan to protect that information from unauthorized 
disclosures, leaks, hacking or someone who is trying to steal 
the data for competitive purposes? 

A.l.a. The SEC has invested in technologies to protect and monitor 
proprietary and otherwise sensitive data that resides on our sys- 
tems and are transmitted to and from our systems. These tech- 
nologies will allow the SEC to manage access to these data, prevent 
or detect changes and maintain an audit trail. Additional tech- 
nology will allow the SEC to monitor when sensitive data are being 
sent out of, or retrieved from, its systems. 

The Dodd-Frank Act contemplates that the SEC will share cer- 
tain of the data it gathers with the Office of Financial Research 
(OFR), Financial Stability Oversight Council (FSOC) and members 
of FSOC, and we expect that these agencies will each have their 
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own information technology systems and controls for protecting 
proprietary and otherwise sensitive data. Under Exchange Act sec- 
tion 24(c) and rule 24c-l thereunder, the SEC’s practice is to re- 
quire “such assurances of confidentiality as the [SEC] deems appro- 
priate” prior to sharing nonpublic information with other regu- 
lators. 

Q.l.b. What processes are you developing to govern who has access 
to information, under what circumstances it will be shared and 
penalties for unauthorized disclosures? 

A.l.b. Under the Dodd-Erank Act, the SEC is required to collect in- 
formation from hedge fund and other private fund advisers for 
ESOC’s use in monitoring systemic risk. In a joint release with the 
CETC, the SEC recently adopted the new Form PE, which these 
advisers will use to report information regarding the funds they 
manage. The Dodd-Frank Act established heightened confiden- 
tiality protections for this information, much of which is nonpublic. 
Reporting on Form PE will begin in the third quarter of 2012, 
though most advisers will not submit their initial reports until the 
spring of 2013. 

In advance of receiving Form PE data, SEC staff is working to 
design controls and systems for the use and handling of that data 
in a manner that reflects the sensitivity of these data and is con- 
sistent with the confidentiality protections established in the Dodd- 
Frank Act. The SEC recently announced that the Financial Indus- 
try Regulatory Authority (FINRA) will develop and maintain a fil- 
ing system to receive Form PE data, and this system will be pro- 
grammed with security features designed to limit access and main- 
tain the confidentiality of these data. SEC staff is also studying 
whether multiple access levels can be established so that SEC em- 
ployees are allowed only as much access as is reasonably needed 
in connection with their duties. 

The Dodd-Frank Act contemplates that Form PE data may be 
shared with other Federal agencies or with self-regulatory organi- 
zations, in addition to FSOC, for purposes within the scope of their 
jurisdiction. In each case, the heightened confidentiality protections 
that the Act establishes for these data continue to apply when the 
data are shared. 

Unlike the data that the Dodd-Frank Act contemplates the Com- 
mission will collect from hedge fund and other private fund advis- 
ers for FSOC’s use in monitoring systemic risk, data with respect 
to transactions or positions in security-based swaps (“SBS”) will be 
collected and maintained by security-based swap data repositories 
(“SDRs”) that will register with the Commission under Title VII of 
the Dodd-Frank Act. In 2010, the Commission proposed rules im- 
plementing the Dodd-Frank Act requirement for SDRs to maintain 
the privacy of SBS transaction information. In particular, the Com- 
mission’s proposed rules would require SDRs to establish and 
maintain safeguards, policies and procedures reasonably designed 
to prevent the misappropriation or misuse of confidential informa- 
tion, material nonpublic information, and intellectual property, in- 
cluding limiting access to such information and intellectual prop- 
erty by associated persons of SDRs. The Commission’s proposed 
rules also would require an SDR to establish, maintain, and en- 



161 


force policies and procedures designed to ensure its automated sys- 
tems have adequate levels of security. 

In addition, the Dodd-Frank Act authorizes SDRs, on a confiden- 
tial basis pursuant to Section 24 of the Exchange Act, upon request 
and after notifying the Commission, to make available to the FSOC 
and certain other U.S. and foreign regulators all data obtained by 
the SDR, including individual counterparty trade and position 
data. The Act requires SDRs to obtain a written agreement from 
the FSOC or regulator stating that it shall abide by the confiden- 
tiality requirements described in Section 24 relating to the infor- 
mation on security-based swap transactions that is provided and an 
agreement to indemnify the SDR and the Commission for any ex- 
penses arising from litigation relating to the information provided 
under Section 24. Commission staff is contemplating alternatives to 
provide the FSOC (and other appropriate authorities) with access 
to SBS data collected and maintained by SDRs, subject to assur- 
ances of confidentiality as required by Section 24. 

Q.l.c. What processes are in place now to protect systemic risk in- 
formation that the SEC and CFTC have proposed to begin col- 
lecting early next year? 

A.I.C. As noted above, in a joint release with the CFTC, the SEC 
recently adopted Form PF to collect systemic risk information from 
hedge fund and other private fund advisers. Reporting on Form PF 
will begin in the third quarter of 2012, though most advisers will 
not submit their initial reports until the spring of 2013. In prepara- 
tion for these filings, the SEC is working with FINRA to develop 
the Form PF filing system, including programming it to reflect the 
heightened confidentiality protections created for Form PF filing 
information under the Dodd-Frank Act and allow for secure access 
by FSOC and other regulators as permitted under the Dodd-Frank 
Act. 

Certain aspects of the Form PF reporting requirements will also 
help to mitigate the potential risk of inadvertent or improper dis- 
closure. For instance, because data on Form PF generally could 
not, on its own, be used to identify individual investment positions, 
the ability of a competitor to use Form PF data to replicate a trad- 
ing strategy or trade against an adviser is limited. In addition, the 
deadlines for filing Form PF have, in most cases, been significantly 
extended from the proposal, meaning that the filings will generally 
contain less current, and therefore less sensitive, data. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM GARY GENSLER 

Q.l. Along with the FHFA and HUD, each of you had a hand in 
writing the proposed risk retention rule. Dodd-Frank exempted 
FHA-insured loans from these risk retention requirements. How- 
ever, the proposed QRM section of the rule does not exempt loans 
insured by private mortgage insurance. 

• As private mortgage insurance and FHA are sometimes direct 
competitors, are any of you concerned that Dodd-Frank’s risk 
retention requirements may shift more business toward FHA 
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at a time when many experts believe that it should be trying 
to reduce its market share? 

A.I. The question is most appropriately answered by others on the 
panel. 

Q.2. Over a month ago, the Inspectors General from each of your 
agencies released reports that deepened my concern your agencies 
are not undertaking the type of economic analysis that is necessary 
to reveal how Dodd-Frank will affect our economy. 

What specific steps have each of you taken, in response to the 
IG reports, to improve the amount and type of analysis that your 
agencies are conducting in implementing Dodd-Frank? 

A.2. The Administrative Procedure Act (APA) requires the CFTC to 
provide notice and an opportunity to comment before finalizing 
rules that will impose new obligations on any person or group of 
persons. The CFTC considers all of the comments it receives to in- 
form its final rulemaking. To ensure that its final rulemakings 
have reasoned bases, the CFTC and its staff review all estimates 
of costs and benefits that are received from commenters and any 
data supporting them. This enables the Commission to adopt rules 
as required by the Dodd-Frank Act while ensuring that they do not 
impose unnecessary costs on market participants and the public. 

Through meetings with industry and the public and through the 
receipt of public comments, the Commission obtained the views of 
informed parties to improve its understanding of costs and benefits 
before many of the CFTC’s more significant Dodd-Frank 
rulemakings to date were proposed. CFTC staff has hosted public 
roundtables to assist in preparation of proposed rules in line with 
industry practices. This has allowed us to mitigate compliance 
costs whenever possible, while fulfilling the CFTC’s obligation to 
promote market integrity, reduce risk and increase transparency 
under the Dodd-Frank Act. Information about each of these meet- 
ings, as well as full transcripts of the roundtables, is available on 
the CFTC’s Web site and has been factored into applicable 
rulemakings. 

On May 13, 2011, the Commission’s Chief Economist and Gen- 
eral Counsel jointly issued guidance to CFTC rulemaking teams. 
Under that guidance, the Office of the Chief Economist (OCE) as- 
signs a staff person to each rulemaking team to provide quan- 
titative and qualitative input on costs and benefits of the final rule- 
making. Under the guidance, the OCE representative employs price 
theory economics or similar methodology to assess associated costs 
and benefits. 

CFTC economists have been playing an integral role in the for- 
mation and analysis of cost-benefit considerations. The Commission 
is dedicated to maintaining the integrity and functioning of deriva- 
tives markets without imposing undue burdens on market partici- 
pants and the broader economy. 

Q.3. Chairman Gensler, this month the CFTC has adopted a num- 
ber of final rules under Dodd-Frank. Some of these rules use the 
terms “swap,” “swap dealer,” and “major swap participant.” Dodd- 
Frank directed the CFTC to adopt a rule further defining these 
terms. The CFTC has not done this yet. 
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How can you adopt final rules that apply to people and products 
that you have yet to define? 

A.3. In December 2010, the CFTC and the SEC jointly issued a 
proposed rule to further define the terms “swap dealer” and “secu- 
rity-based swap dealer” as well as “major swap participant” and 
“major security-based swap participant.” In May, the agencies 
jointly proposed rules further defining products covered by Title 
VII of the Dodd-Frank Act. With the substantial completion of the 
proposal phase of rule-writing, the public earlier this summer had 
the opportunity to review the whole mosaic of proposed rules. The 
CFTC reopened or extended comment periods for most of our pro- 
posed rules for an additional 30 days — allowing the public to sub- 
mit comments after seeing the entire mosaic at once. 

Q.4. Chairman Gensler, two of your fellow Commissioners ex- 
pressed their frustration at the CFTC’s rush to get final rules done 
without a plan for getting them done in a logical manner. In your 
testimony, you state that you want public input on implementation, 
but do not mention anything about a sensible plan for finalizing 
the rules. 

Why are you ignoring the pleas of your colleagues for a public 
plan for rule adoption? 

A.4. The Dodd-Frank Act provides the Commission with ample 
flexibility to phase in implementation of requirements. The CFTC 
and SEC staff held roundtables on May 2 and 3, 2011, on this issue 
and have solicited comments from the public regarding such con- 
cerns. This important input informs the final rulemaking process. 

We’ve also reached out broadly on what we call “phasing of im- 
plementation,” which is the timeline for rules to take effect for var- 
ious market participants. This is critically important so that mar- 
ket participants can take the time now to plan for new oversight 
of this industry. 

On September 8, the Commission approved two proposed 
rulemakings seeking additional public comment on the implemen- 
tation phasing of swap transaction compliance that will affect the 
broad array of market participants. The proposed rulemakings pro- 
vide the public an opportunity to comment on compliance schedules 
applying to core areas of Dodd-Frank reform. One proposal would 
provide greater clarity to market participants regarding the time- 
frame for bringing their swap transactions into compliance with 
the clearing and trade execution requirements. The second proposal 
approved on September 8 would provide greater clarity to swap 
dealers and major swap participants regarding the timeframe for 
bringing their swap transactions into compliance with new docu- 
mentation and margining rules. These proposed rules will make 
the market more open and transparent while giving market partici- 
pants adequate time to comply. Their purpose is to help facilitate 
an orderly transition to a new regulatory environment for swaps. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO 
FROM GARY GENSLER 

Q.l. The SEC proxy access rule is the first Dodd-Frank rule that 
has been successfully challenged in the courts for failing to ade- 
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quately analyze its economic costs and benefits. In the unanimous 
decision to vacate the rule, U.S. Circuit Judge Douglas Ginsburg 
wrote: 

The commission inconsistently and opportunistically framed the costs and 
benefits of the rule; failed adequately to quantify the certain costs or to ex- 
plain why those costs could not be quantified; neglected to support its pre- 
dictive judgments; contradicted itself; and failed to respond to substantial 
problems raised by commenters. 

How do you intend to ensure that the rules that your agency 
adopts under Dodd-Frank are supported by rigorous economic anal- 
ysis? 

A.l. The Commission takes very seriously the consideration of costs 
and benefits of the rules it considers under the Dodd-Frank Act as 
required under section 15(a) of the Commodity Exchange Act. The 
economic costs and benefits associated with regulations, especially 
as they pertain to commenters’ concerns, are of utmost importance 
in the Commission’s deliberation and determination of final rules. 

As noted in the guidance for cost-benefit considerations for final 
rules memorandum to rulemaking teams from the Chief Economist 
and General Counsel dated May 13, 2011, the rulemakings will in- 
volve quantified costs and benefits to the extent it is reasonably 
feasible and appropriate. For rules that do not have quantifiable 
costs, the Commission seeks to explain why such costs are not 
quantifiable and to explain the reasoning and supportive expla- 
nation of its predictive judgments using qualitative measures. 

The Commission further recognizes the significance of meaning- 
ful issues raised by commenters regarding costs or benefits and 
takes those comments seriously as it is working on final rules. For 
those comments which persuade the Commission to modify its pro- 
posed rule, the Commission seeks to explain why the proposed al- 
ternative more effectively furthers the goal(s) of the statute in light 
of the section 15(a) factors, not only in the cost-benefit section but 
throughout the rule’s preamble. In contrast, for those comments 
which do not persuade the Commission to modify its proposed rule, 
the Commission seeks to explain its adoption of the proposed rule 
as the most effective means to further the goal(s) of the statue in 
light of section 15(a). The Commission seriously considers com- 
menters’ concerns regarding costs or benefits and evaluates the al- 
ternatives presented. 

Through the Commission’s rulemaking process and its cost-ben- 
efit considerations, the agency is committed to enhancing market 
transparency, which will improve the integrity of the derivatives 
market without imposing unwarranted costs on the marketplace or 
financial system. 

Q.2.a. Chairman Schapiro testified that we must continue to evalu- 
ate carefully the international implications of Title VII. 

Rather than deal with these implications piecemeal, we intend to address 
the relevant international issues holistically in a single proposal. The publi- 
cation of such a proposal would give investors, market participants, foreign 
regulators, and other interested parties an opportunity to consider as an in- 
tegrated whole our proposed approach to the re^stration and regulation of 
foreign entities engaged in cross-border transactions involving U.S. parties. 

Do you intend to coordinate with SEC on ,this single proposal for 
the purpose of assuring regulatory consistency and comparability? 
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A.2.a. The CFTC’s 31 Dodd-Frank staff rulemaking teams and the 
Commissioners are all working closely with the SEC and all fellow 
regulators. CFTC staff have held more than 600 meetings with 
their counterparts at other agencies and have hosted numerous 
public roundtables with staff from other regulators to benefit from 
the open exchange of ideas. Commission staff will continue to en- 
gage with their colleagues at the SEC and other agencies as we 
proceed to develop and consider final rules and ensure harmoni- 
zation among agencies. Our international counterparts also are 
working to implement needed reform. We are actively consulting 
and coordinating with international regulators to promote robust 
and consistent standards and to attempt to avoid conflicting re- 
quirements in swaps oversight. Section 722(d) of the Dodd-Frank 
Act states that the provisions of the Act relating to swaps shall not 
apply to activities outside the United States unless those activities 
have “a direct and significant connection with activities in, or effect 
on, commerce” of the United States. We are developing a plan for 
application of 722(d) and are hoping to seek public input this fall. 
The Commission will continue to coordinate closely with the SEC 
and fellow regulators. 

Q.2.b. Will you submit proposed rules on the application of Title 
VII rulemakings to inter-affiliate transactions, which are necessary 
for sound risk managements of global financial firms? In European 
markets, the treatment of inter-affiliate transactions may be dif- 
ferent than the U.S. approach. How will global firms implement 
these conflicting regulatory requirements? 

A.2.b. The CFTC’s proposed rulemaking (jointly with the SEC) to 
further define the term “swap dealer” includes a discussion of how 
swaps between affiliates would be considered when determining if 
one of the affiliates is a swap dealer and specifically seeks public 
comment on that topic. The proposal does note that one hallmark 
of the definition that refers to holding oneself out as a dealer is 
that the entity has considerable interaction with unaffiliated 
counterparties. 

The CFTC has received comments in response to various pro- 
posed rulemakings and advance notices of proposed rulemaking 
that raise questions regarding whether and to what extent inter- 
affiliate transactions should be subject to the clearing, trading and/ 
or reporting requirements of the Dodd-Frank Act. 

The Commission will take into account all comments it has re- 
ceived in determining further action. 

Q.3. One of the results of the recent securities subcommittee hear- 
ing on swap execution facilities was a bipartisan agreement that 
the SEC and CFTC need to provide greater coordination and har- 
monization to get the rules right. How do you intend to achieve 
harmonization between your two agencies on the treatment of re- 
quest for quotes, block trades, and real-time reporting? 

A.3. The CFTC and SEC consult and coordinate extensively to har- 
monize our rules to the greatest extent possible. These continuing 
efforts began with the enactment of the Dodd-Frank Act. This close 
coordination will continue and will benefit the rulemaking process. 

With regard to the SEF rulemakings, the CFTC’s proposed rule 
would provide all market participants with the ability to execute or 
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trade with other market participants. It will afford market partici- 
pants with the ability to make firm bids or offers to all other mar- 
ket participants. It also will allow them to make indications of in- 
terest — or what is often referred to as “indicative quotes” — to other 
participants. Furthermore, it will allow participants to request 
quotes from other market participants. These methods will provide 
hedgers, investors and Main Street businesses the flexibility to 
trade using a number of methods, but also the benefits of trans- 
parency and more market competition. The proposed rule’s ap- 
proach is designed to implement Congress’ mandate for a competi- 
tive and transparent price discovery process. 

The proposal also allows participants to issue requests for 
quotes, with requests distributed to a minimum number of other 
market participants. For block transactions, swap transactions in- 
volving nonfinancial end-users, swaps that are not “made available 
for trading” and bilateral transactions, market participants can get 
the benefits of the swap execution facilities’ greater transparency 
or, if they wish, choose execution by voice or other means of trad- 
ing. 

In December 2010, the CFTC published a notice of proposed rule- 
making regarding real-time public reporting of swap transaction 
data. The proposal would implement a new framework for the real- 
time public reporting of swap transactions and pricing data for all 
swap transactions. Additionally, the proposed rules address the ap- 
propriate minimum size and time delay relating to block trades on 
swaps and large notional swap transactions. 

In the futures world, the law and historical precedent is that all 
transactions are conducted on exchanges, yet in the swaps world 
many contracts are transacted bilaterally. While the CFTC will 
continue to coordinate with the SEC to harmonize approaches, the 
CFTC also will consider matters associated with regulatory arbi- 
trage between futures and swaps. The Commission has received 
public comments on its SEF rule and is evaluating those comments 
in developing a final rule. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR TOOMEY 
FROM GARY GENSLER 

Q.l. The CFTC recently released data showing that well over 90 
percent of daily futures trading volume in the most popular prod- 
ucts comes from “day trading” accounts, not from “large traders.” 
For example, only 5.5 percent of crude trading volume on the New 
York Mercantile Exchange involved net changes in large traders’ 
positions. 

How will the CFTC’s proposed position limits reduce volatility in 
the markets, given that the proposed limits will only impact large 
traders and not the active day traders that are actually affecting 
the long-term equilibrium of the futures markets? 

A.l. The proposed rule would establish uniform position limits and 
related requirements for all economically equivalent derivatives for 
physical commodities. Without position limits, a leveraged market 
participant can take a very large speculative position across mul- 
tiple venues. The proposed position limit framework would reduce 
the ability of such leveraged entities to take such positions. In de- 
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veloping the CFTC’s proposed position limits rule, the agency ad- 
hered to Section 4a(a)(3) of the CEA — position limits are to address 
excessive speculation and market manipulation, while taking into 
consideration the need to protect market liquidity for bona fide 
hedgers and price discovery. However, the proposed position limit 
framework would not impose restrictions on trading activity and, 
thus, would not restrict active day traders who do not maintain 
large positions. 

Q.2. A number of market participants have expressed concerns re- 
lated to the implementation of the derivative title of Dodd-Frank. 
Many experts have suggested that the lack of logical order to the 
rulemaking process and the lack of final definitions for key terms 
like “swap” and “swap dealer” have created a lack of confidence in 
the new regulatory regime being established by the CFTC. Can you 
update the Committee on how you are going to sequence these 
rules so that the market can adjust to these changes? 

A.2. The Dodd-Frank Act provides the Commission with ample 
flexibility to phase in implementation of requirements. The CFTC 
and SEC staff held roundtables on May 2 and 3, 2011, on this issue 
and have solicited comments from the public regarding such con- 
cerns. This important input informs the final rulemaking process. 

We’ve also reached out broadly on what we call “phasing of im- 
plementation,” which is the timeline for rules to take effect for var- 
ious market participants. This is critically important so that mar- 
ket participants can take the time now to plan for new oversight 
of this industry. 

On September 8, the Commission approved two proposed 
rulemakings seeking additional public comment on the implemen- 
tation phasing of swap transaction compliance that will affect the 
broad array of market participants. The proposed rulemakings pro- 
vide the public an opportunity to comment on compliance schedules 
applying to core areas of Dodd-Frank reform. One proposal would 
provide greater clarity to market participants regarding the time- 
frame for bringing their swap transactions into compliance with 
the clearing and trade execution requirements. The second proposal 
approved on September 8 would provide greater clarity to swap 
dealers and major swap participants regarding the timeframe for 
bringing their swap transactions into compliance with new docu- 
mentation and margining rules. These proposed rules will make 
the market more open and transparent while giving market partici- 
pants adequate time to comply. Their purpose is to help facilitate 
an orderly transition to a new regulatory environment for swaps. 

Also on September 8, the Commission released an outline of final 
rules to be considered in the remainder of 2011 and next year. 

Q.3. The Office of Financial Research (OFR) along with FSOC 
member agencies will have access to significant amounts of propri- 
etary and other sensitive information about financial institutions. 

• How do you plan to protect that information from unauthorized 
disclosures, leaks, hacking or someone who is trying to steal 
the data for competitive purposes? 
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• What processes are you developing to govern who has access 
to information, under what circumstances it will be shared and 
penalties for unauthorized disclosures? 

• What processes are in place now to protect systemic risk infor- 
mation that the SEC and CFTC have proposed to begin col- 
lecting early next year? 

A.3. The CFTC protects information from unauthorized access and 
improper use through comprehensive administrative, technical and 
physical security measures in compliance with the Federal Infor- 
mation Security Management Act (FISMA) and the Privacy Act of 
1974. The CFTC’s technical security measures include restricted 
computer access, required use of strong passwords that are fre- 
quently changed, encryption for certain data types and transfers, 
and regular review of security procedures and best practices to en- 
hance security. Physical measures include restrictions on building 
access to authorized individuals and maintenance of records in 
lockable offices and filing cabinets. Administrative measures in- 
clude: a strong security and privacy governance structure, policies 
and procedures for safeguarding confidential information and im- 
mediately reporting incidents of actual or suspected loss or com- 
promise of information, annual mandatory training for all CFTC 
personnel, clearly defined roles for personnel with security and pri- 
vacy responsibilities, and appropriate background checks for per- 
sonnel with access to sensitive confidential information. 

CFTC information may be shared with the FSOC and OFR in ac- 
cordance with Section 112(d) of the Dodd-Frank Act and the Pri- 
vacy Act of 1974. Such information may be shared with the FSOC 
and OFR as necessary to monitor the financial services market- 
place to identify potential risks to the financial stability of the 
United States or to otherwise carry out any of the provisions of 
Title I of the Dodd-Frank Act. The CFTC is working closely with 
the FSOC, OFR, and other member agencies to assure compliance 
with the requirements to maintain the confidentiality of data, in- 
formation, and reports submitted under Title I. Penalties for unau- 
thorized disclosure include disciplinary action, civil and criminal 
penalties. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM JOHN WALSH 

Q.l. Some analysts have suggested that the availability of mort- 
gage credit is likely to be restricted as a result of Dodd-Frank. Spe- 
cifically, they point to the interaction of laws and regulations such 
as the new Qualified Residential Mortgage (QRM) and Qualified 
Mortgage (QM) standards, as well as changes to the Home Owner- 
ship Equity Protection Act (HOEPA) triggers. 

Are any of you concerned about how these regulations may ad- 
versely impact the availability of credit? If so, can these difficulties 
be handled administratively, or do they require legislative solu- 
tions? 

A.l. The QRM and QM provisions of Dodd-Frank are related in 
that they are both designed to address problems that led to the 
mortgage crisis, albeit in different ways, and both could impact 
credit availability depending on the form of the final rules. 
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We have received comment letters on the proposed risk retention 
rules that argue that the combination of changes to mortgage 
standards required by Dodd-Frank (the QRM and QM provisions) 
and changes to HOEPA triggers and coverage may cause lenders 
to restrict their residential mortgage lending. The thrust of the ar- 
gument is that, in order to avoid strict TILA liability and to be eli- 
gible for the exemption from the Dodd-Frank risk retention re- 
quirement, lenders will have a strong incentive to make only those 
mortgages that meet the criteria that satisfy both standards so the 
loan is both QRM- and QM-compliant, without becoming subject to 
HOEPA restrictions. 

The QRM and QM rules have not yet been finalized. The rule- 
making agencies for the QRM standard are the OCC, Federal Re- 
serve, FDIC, SEC, HUD and FHFA. For the QM standard, only the 
Consumer Financial Protection Bureau (CFPB) has rulemaking au- 
thority. It will be critically important that these two rulemaking 
initiatives are coordinated so that the net end result is not an un- 
necessary impediment to credit availability for credit-worthy bor- 
rowers. 

Q.2.a. A number of studies that purport to examine the tradeoff be- 
tween increased bank capital and economic growth have been con- 
ducted by bankers, regulators, and academics. Some of these stud- 
ies argue that increasing bank capital standards will result in sub- 
stantially lower economic growth. Others argue that the tradeoffs 
are very small, and some argue that there is no tradeoff. 

Do we face a tradeoff between increased bank capital and eco- 
nomic growth? 

A.2.a. As the question indicates, there are many studies on either 
side of this issue. The tradeoff in which increases in bank capital 
beyond some level constrains economic activity and growth cer- 
tainly is a complex question, but one that should not be ignored 
when setting standards for minimum regulatory capital. 

Q.2.b. Which specific studies led you to that conclusion? 

A.2.b. The possibility of a tradeoff follows from two bodies of eco- 
nomic research: one concluding that bank capital and capital re- 
quirements affect bank lending, and a second concluding that bank 
lending affects real economic activity. 

With regard to the first of these — the connection between capital 
and lending theoretical analyses such as Diamond and Rajan 
(2000) demonstrate that an increase in capital requirements can re- 
sult in a withdrawal of credit from some borrowers and an increase 
in the price of credit for others. ^ VanHoose (2007) summarizes the 
theoretical work.^ These theoretical predictions are supported by 
real-world empirical studies. For example. Peek and Rosengren 
(1995) identify a significant relationship between regulatory capital 
requirements and lending.^ They find that increases in required 
bank capital not only cause bank loan portfolios to shrink, but have 


^ Douglas W. Diamond and Raghuram G. Rajan, “A Theory of Bank Capital,” The Journal of 
Finance, Vol. 55, No. 6 (Dec. 2000), pp. 2431-2465. 

2 David VanHoose, “Theories of bank behavior under capital regulation,” Journal of Banking 
& Finance, 31 (2007), pp. 3680-3697. 

3 Joe Peek and Eric Rosengren, “Bank regulation and the credit crunch,” Journal of Banking 
& Finance, 19 (1995), pp. 679-692. 
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a pronounced effect on the flow of new bank credit; they note that 
“a large share of the shrinkage occurs in the bank-dependent loan 
category” (such as small businesses) and that “this shrinkage is not 
only statistically, but economically, significant” (Peek and 
Rosengren, p. 691). Note that recent proposals for a “countercyclical 
capital buffer” from the Basel Committee on Banking Supervision 
presume the existence of this type of connection between capital 
standards and bank credit. 

An extensive body of macroeconomic research demonstrates that 
a reduction in bank credit can affect economic activity. This lit- 
erature generally addresses the role of bank credit as an important 
channel for the transmission of the effects of monetary policy, and 
includes Bernanke (1983), Bernanke and Blinder (1988), and many 
others."^ Research in this area frequently finds that the primary im- 
pact of this channel is on small firms with limited access to capital 
markets — a reduction in bank credit leaves such firms with few al- 
ternative sources of funding, and forces them to scale back, with 
negative consequences for broad measures of real economic activity. 

Q.2.C. Several prominent academics have argued that banks could 
be required to maintain equity capital ratios as high as 15 percent, 
or even 25 percent, of total assets (not risk-weighted assets) with- 
out adversely affecting economic growth. Do you agree with them? 
Please explain. 

A.2.C. It is important to note that the academic community itself 
is far from unified on this issue. A paper that has received signifi- 
cant popular attention is a manuscript by Admati et al (2011), ar- 
guing that banks could be required to hold much more capital with 
little economic cost.® However, for a critical discussion of that 
paper by a leading banking scholar, see Flannery (2011); Flannery 
concludes that while Admati et al make many valid points, “the 
analysis fails to provide suitable guidance for the ongoing debate 
about how much capital is sufficient.® Given the lack of agreement 
within academia, it would be dangerous to make significant 
changes to policy without more careful analysis and consideration 
of all available evidence. 

Q.3. Along with the FHFA and HUD, each of you had a hand in 
writing the proposed risk retention rule. Dodd-Frank exempted 
FHA-insured loans from these risk retention requirements. How- 
ever, the proposed QRM section of the rule does not exempt loans 
insured by private mortgage insurance. 

As private mortgage insurance and FHA are sometimes direct 
competitors, are any of you concerned that Dodd-Frank’s risk reten- 
tion requirements may shift more business toward FHA at a time 
when many experts believe that it should be trying to reduce its 
market share? 


^Bernanke, Ben S. “Nonmonetary Effects of the Financial Crisis in the Propagation of the 
Great Depression,” American Economic Review, Vol. 73, June 1983, pp. 257—276; Ben S. 
Bernanke and Alan S. Blinder, “Credit, Money, and Aggregate Demand,” American Economic 
Review, Vol. 78, May 1988, pp. 435—439. 

® Anat R Admati, Peter M. DeMarzo, Martin F. Hellwig, Paul Pfleiderer, “Fallacies, Irrelevant 
Facts, and Myths in the Discussion of Capital Regulation: Why Bank Equity is Not Expensive,” 
Stanford Graduate School of Business Research Paper, No. 2065, August 2011. 

® Commentary by Mark Flannery on “Why Bank Equity is Not Expensive,” for International 
Journal of Central Banking, Third Financial Stability Conference, London, May 2011. 
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A.3. As you note, the statute itself, and not the proposed rule, ex- 
empts the FHA from risk retention, presumably because the FHA 
has the power to set its own underwriting standards to control its 
risk exposure under the FHA’s guarantee. While private mortgage 
insurers and the FHA both guarantee higher loan-to-value ratio 
loans, it is difficult to say they are direct competitors. The FHA’s 
underwriting standards cover higher loan-to-value ratios than typi- 
cally are covered by private mortgage insurers at a comparable pre- 
mium cost to the borrower. 

To include private mortgage insurance in the QRM criteria, the 
statute requires the Agencies to determine that it lowers the risk 
of default. Private mortgage insurance clearly has the benefit of re- 
ducing the risk of loss to investors in the event of default, but this 
is a separate question from whether it reduces the risk of default 
in the first place. The OCC will be interested in information pro- 
vided by commenters on this topic, and the data they have pro- 
vided. 

Q.4. Over a month ago, the Inspectors General from each of your 
agencies released reports that deepened my concern your agencies 
are not undertaking the type of economic analysis that is necessary 
to reveal how Dodd-Frank will affect our economy 

What specific steps have each of you taken, in response to the 
IG reports, to improve the amount and type of analysis that your 
agencies are conducting in implementing Dodd-Frank? 

A.4. On June 13, 2011, the Department of the Treasury’s Office of 
Inspector General (IG) issued a report on the economic analyses 
performed by the OCC with respect to three rules that imple- 
mented provisions of Dodd-Frank. The IG report was positive in its 
findings and identified a few issues that we are addressing. Specifi- 
cally, the report summarized its conclusions as follows: 

In brief, we found that OCC has processes in place to ensure that required 
economic analyses are performed consistently and with rigor in connection 
with its rulemaking authority. Furthermore, we found that those processes 
were followed for the three proposed rules we reviewed. 

The report also recommended that the OCC develop procedures 
to facilitate coordination among the groups calculating administra- 
tive burden for various analyses and to update the OCC’s internal 
rulemaking guidance to reflect statutory and other changes from 
the last version. 

In response to the IG report, the OCC has updated its Guide to 
OCC Rulemaking Procedures, which provides guidance to staff in- 
volved in the rulemaking process, to assist further coordination 
among the OCC groups addressing burdens for applicable regu- 
latory analyses. The regulatory handbook will be made available to 
all departments in the OCC that work on rulewriting projects. This 
update includes changes to reflect recent statutory amendments. 


RESPONSE TO WRITTEN QUESTION OF SENATOR CRAPO 
FROM JOHN WALSH 

Q.l. The SEC proxy access rule is the first Dodd-Frank rule that 
has been successfully challenged in the courts for failing to ade- 
quately analyze its economic costs and benefits. In the unanimous 
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decision to vacate the rule, U.S. Circuit Judge Douglas Ginsburg 
wrote: 

The commission inconsistently and opportunistically framed the costs and 
benefits of the rule; failed adequately to quantify the certain costs or to ex- 
plain why those costs could not be quantified; neglected to support its pre- 
dictive judgments; contradicted itself; and failed to respond to substantial 
problems raised by commenters. 

How do you intend to ensure that the rules that your agency 
adopts under Dodd-Frank are supported by rigorous economic anal- 
ysis? 

A.I. The OCC currently conducts economic analyses, as applicable, 
under the Unfunded Mandates Act, Regulatory Flexibility Act, and 
Congressional Review Act. Our Policy Analysis Division has estab- 
lished procedures to address situations where the OCC is required 
to conduct an economic analysis. These procedures have been incor- 
porated into revisions to the Guide to OCC Rulemaking Procedures 
and include, among other things, specific steps for preliminary im- 
pact assessments and the relevant statutory standards for review. 
These procedures also address coordination with other relevant 
OCC divisions involved in the rulewriting process. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR TOOMEY 
FROM JOHN WALSH 

Q.l. Under the proposed rule, loans insured by FHA are automati- 
cally exempt from the risk retention requirements. However, loans 
insured by private mortgage insurance, the private sector alter- 
native to FHA, are not. Over the past 3 years, private mortgage in- 
surers, using private capital, have blunted the loss of taxpayer dol- 
lars by absorbing approximately $25 billion in foreclosure losses 
that would have otherwise been borne by taxpayers. Meanwhile, 
taxpayers are on the hook for over $1 trillion in loans purchased 
by Fannie Mae and Freddie Mac and insured by FHA. Shouldn’t 
the risk retention rule be designed to minimize taxpayer exposure 
by increasing the role of private capital by including loans insured 
by private mortgage insurance in the QRM definition? 

A.I. As you know, the statute itself, and not the proposed rule, ex- 
empts the FHA from risk retention, presumably because the FHA 
has the power to set its own underwriting standards to control its 
risk exposure under the FHA’s guarantee. To include private mort- 
gage insurance in the QRM criteria, the statute requires the Agen- 
cies to determine that it lowers the risk of default. Private mort- 
gage insurance clearly has the benefit of reducing the risk of loss 
to investors in the event of default, but this is a separate question 
from whether it reduces the risk of default in the first place. The 
OCC will be interested in information provided by commenters on 
this topic, and the data they have provided. 

Q.2.a. The Office of Financial Research (OFR) along with FSOC 
member agencies will have access to significant amounts of propri- 
etary and other sensitive information about financial institutions. 

How do you plan to protect that information from unauthorized 
disclosures, leaks, hacking or someone who is trying to steal the 
data for competitive purposes? 
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A.2.a. There is a Memorandum of Understanding (MOU) in place 
between the FSOC and its members to address the sharing and 
treatment of nonpublic information in connection with the Dodd- 
Frank functions and activities of the FSOC or the OFR. The MOU 
was drafted to insure the protection of the sensitive, nonpublic in- 
formation that will be potentially shared with the FSOC, the OFR 
and among members of the FSOC. The MOU sets forth the fol- 
lowing general principles: (1) any data, information or reports 
shared among the Parties in connection with the functions and ac- 
tivities of the FSOC or OFR are “nonpublic information;” (2) Any 
nonpublic information transferred from one party to another under 
the MOU shall not be disclosed by the receiving party other than 
as permitted by the MOU; (3) nonpublic information may be shared 
internally by a receiving party only on a need-to-know basis; (4) 
any official, employee or individual under the supervision of the re- 
ceiving party must be advised that as a condition of their access 
to the nonpublic information, they must be advised of and bound 
by the terms of the MOU and must comply with its terms; (5) non- 
public information may not be shared by a receiving party with any 
third party without the written permission of the providing party, 
except under limited circumstances provided in the MOU; (6) the 
receiving parties must take all steps reasonably necessary to pre- 
serve, protect, and maintain all privileges and claims of confiden- 
tiality related to nonpublic information subject to the MOU; (7) the 
parties intend that sharing of nonpublic information pursuant to 
the MOU does not constitute public disclosure nor a waiver of con- 
fidentiality or any applicable privilege; and, (8) any nonpublic infor- 
mation provided to a receiving party under the MOU remains non- 
public and confidential even if the receiving party is no longer a 
party to the MOU or the MOU is terminated as to all parties. 

Additionally, the MOU places certain notice and cooperation re- 
quirements on the parties in the event of a FOIA request, subpoena 
or other request to a receiving party by a third party for nonpublic 
information not belonging to that receiving party. The OCC may 
share nonpublic supervisory information with the FSOC, OFR and 
member agencies pursuant to confidentiality provisions in the 
MOU. 

The OCC also has robust internal security measures already in 
place for the protection of sensitive and proprietary information. 
The OCC routinely uses and protects information that is similar to 
what the OCC may receive in the context of FSOC activities. Such 
information includes, but is not limited to documents, records, 
data, and information created or used by the OCC in the course of 
conducting official business. 

The OCC utilizes the security standards established by the Fed- 
eral Interagency Security Committee (ISC) to choose the location of 
its offices and the minimum physical security posture that will be 
implemented for each facility. Access to each OCC office is strictly 
controlled with each of OCC’s primary facilities being protected by 
a combination of security guards. Homeland Security Presidential 
Directive- 12 compliant physical access control systems, intrusion 
detection alarms, closed circuit television monitoring and strict 
physical security policies and procedures. 
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Every employee and contractor granted employee-like access to 
OCC facilities or information assets undergoes a comprehensive 
background investigation for suitability that must be favorably ad- 
judicated. All visitors to OCC facilities are required to be escorted 
at all times and areas containing sensitive information assets or 
equipment such as file rooms or Local Area Network (LAN) rooms 
are protected by access control systems and other protective meas- 
ures such as locked cages. 

The OCC maintains a comprehensive Information Security Pro- 
gram that was created in response to Federal and departmental di- 
rectives, as well as to meet its fiduciary responsibilities to its cus- 
tomers to protect the confidentiality, integrity and availability of its 
information and supporting technology. In support of this objective, 
the OCC Information Security Program: Policies, Standards, and 
Required Controls document establishes comprehensive, uniform 
information security policies and standards, that are implemented 
through a combination of management, operational, and technical 
controls. The policies and standards in this handbook augment na- 
tional and Treasury directives, adapt them to OCC’s specific cir- 
cumstances, and where warranted, supply additional direction. 
Taken together, the policies, standards, controls, and roles and re- 
sponsibilities presented in the handbook represent a comprehensive 
and uniform approach to protecting against loss, misuse, unauthor- 
ized access, and unauthorized modification of information and in- 
formation systems essential to the OCC’s mission. 

The OCC prohibits unauthorized access to or use of its sensitive 
information and information resources. Only OCC-authorized users 
are allowed to access sensitive information and access to that infor- 
mation is only granted on a need-to-know basis. Prior to being 
granted access to sensitive information, all OCC employees and 
contractors must sign a nondisclosure statement and satisfactorily 
complete a security and privacy awareness training session. 

The OCC maintains a Computer Incident Response Center 
(CIRC) that constantly monitors OCC networks and computers to 
detect, prevent and respond to external attacks and operate anti- 
virus systems. In addition, every OCC computer hard drive is 
encrypted to prevent unauthorized access to sensitive information 
on the drives and the OCC maintains the ability to remotely send 
a freeze signal to any OCC computer that falls into the wrong 
hands or a wipe signal to completely erase the contents of the hard 
drive. The OCC also utilizes an application that automatically 
encrypts any portable storage media, such as memory sticks or ex- 
ternal drives that is plugged into an OCC computer to ensure the 
protection of any sensitive information transferred to the portable 
device. 

Q.2.b. What processes are you developing to govern who has access 
to information, under what circumstances it will be shared and 
penalties for unauthorized disclosures? 

A.2.b. The OCC has developed the internal security processes de- 
scribed above to control who has access to information. The MOU 
described above also addresses who has access to information 
shared with the OFR, FSOC or FSOC member agencies. In addi- 
tion, the OCC also has robust internal policies and procedures, as 
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well as regulations (12 C.F.R. Part 4) in place which govern the 
sharing of nonpublic OCC information, as well as nonpublic third- 
party information in the possession of the OCC. The OCC’s delega- 
tions and policies require that the decisionmaking be made at a 
high-level when the OCC discloses or shares nonpublic information. 
Nonpublic OCC information may only be disclosed in consultation 
with the OCC’s law department and in accordance with applicable 
law, including 12 C.F.R. Part 4. Nonpublic third-party information 
in the possession of the OCC may only be disclosed with the ex- 
press consent of the OCC’s First Senior Deputy Comptroller and 
Chief Counsel or her designee, and in accordance with applicable 
law (with certain exceptions where the law requires disclosure). 
Part 4 specifically prohibits the unauthorized disclosure of non- 
public OCC information by anyone who is granted access to the in- 
formation, and by any OCC employee. There are numerous statu- 
tory civil and criminal penalties in place for the unauthorized dis- 
closures of nonpublic information. Perhaps most relevant in this 
context is 18 U.S.C. § 641, which provides that, among other 
things, anyone who without authority conveys a record belonging 
to an agency of the United States may be subject to fines or impris- 
onment. 

Q.2.C. What processes are in place now to protect systemic risk in- 
formation that the SEC and CFTC have proposed to begin col- 
lecting early next year? 

A.2.C. It is our understanding that the CFTC and SEC are cur- 
rently in the process of developing rules governing data collection. 
We defer to those agencies to comment on how they are addressing 
protection of this information. 

Q.3. I am concerned that U.S. institutions will bear a significant 
competitive burden vis-a-vis their foreign competitors. While U.S. 
commercial banks will be subject to the full weight of Dodd-Frank’s 
heightened prudential standards and new systemic resolution re- 
gimes, large overseas competitors will be subject only to a systemic 
capital surcharge (sometimes called a G-SIFI or G-SIB surcharge) 
and the new Basel III capital requirements (both of which U.S. in- 
stitutions will also have to meet). 

How have U.S. regulators accounted for the competitive impact 
of our heightened domestic requirements for U.S. banks when they 
negotiated the recent G-SIFI surcharge with foreign regulators? 

As I have noted in past testimony before the Senate, the OCC 
is very cognizant of the need to consider the competitive implica- 
tions and the cumulative effects of the various mandates under the 
Dodd-Frank Act and the need to coordinate the implementation of 
key provisions of the Act with the capital and liquidity reforms an- 
nounced by the Basel Committee. While I support strong capital, 
strong liquidity, and enhanced supervision of systemically impor- 
tant institutions, I have cautioned that we should not regard cap- 
ital as the sole regulatory tool, nor should we set the capitals lev- 
els, including the surcharge for systemically important banks, at 
such a level that it forces banking activities into other less regu- 
lated sectors. I believe the surcharge ranges of 1 to 2.5 percent that 
the Basel Committee recently updated attempts to balance these 
considerations. 
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Domestically, the Federal Reserve Board is required to consult 
with the OCC as it develops and implements the heightened pru- 
dential standards for bank holding companies with total consoli- 
dated assets over $50 billion. In our discussions with the FRB, the 
OCC has stressed the need to ensure that these provisions and the 
Basel III reforms are carried out in a coordinated, mutually rein- 
forcing manner, so as to enhance the safety and soundness of the 
U.S. and global banking system, while not damaging competitive 
equity or restricting access to credit. 
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Additional Material Supplied eor the Record 

Regulatory Reform Principles 


Systemic Risk Regulation 

We do not believe that “systemic risk” can be defined and therefore it can not be 
effectively regulated. The Dodd and Administration proposals permit the regulators to define 
“systemic risk” which effectively grants them extremely broad authority. We do not believe this 
is an appropriate task for regulators. It is Congress's responsibility to determine what risks it 
believes should be addressed and to establish the framework for addressing those risks. The 
regulator’s responsibility should be to implement the Congressional plan. Without having 
determined what systemic risk is, or even whether it is subject to effective regulation, we do not 
believe there is currently any basis for creating a systemic risk regulator at this time. 

In the alternative, we believe that Congress should: 

• Enhance the pmdential regulatory structure; 

■ Create a resolution mechanism through which institutions deemed 
systemically important can be wound-down; 

• Address derivatives regulation to reduce capital and counter party risks 
and enhance market transparency; 

’ Enhance the crisis management capabilities of the Department of the 

Treasury to give it the staff and resources to respond to financial crises and 
play the lead role in the resolution of systemic firms; 

• Address the financial regulation of insurance firms; 

• Address the future of Fannie, Freddie and the Federal Home Loan Banks; 
and 

• Address systemic reliance on credit ratings. 

Systemic Risk Resolution 

We believe that Congress needs to end “too big to fail.” We recognize, however, that the 
failure of certain firms could be problematic for the financial system and the national economy. 
Rather than bailing out such firms, we believe that Congress should create a resolution 
mechanism that allows such firms to be wound down where shareholders would be wiped out, 
management replaced, and certain creditors could be compelled to take losses. This resolution 
regime would not be available on a regular basis. Rather, it would be invoked on an ad hoc basis 
upon a joint determination. Any Federal funds used to provide assistance to creditors or critical 
market activities should be recouped after the fact through assessments. 



178 


Chairman Dodd’s proposal attempts to achieve some of the same goals, but it does not 
sufficiently address many details regarding the actual operation of a resolution regime. We are 
continuing to discuss these details with the regulators and the nation’s leading legal experts in 
this area. 

Any systemic risk resolution regime should; 

• End “too big to fail”; 

• End open bank assistance; 

• Eliminate government bailouts to shareholders; and 

• Limit the use of the new regime to exceptional circumstances, otherwise use 
bankruptcy/bank resolution rules. 


Prudential Regulation 

Broad changes to the regulatory structure must be considered. The structure needs to be 
modernized and streamlined. There needs to be greater accountability demanded of the 
regulators. Any changes should preserve the dual-banking system and recognize its diverse 
nature (8,000 banks) and the range of credit and intermediation needs of the broader economy. 
The Federal Reserve should have a limited range of responsibilities that would include 
1) monetary policy, 2) payment systems oversight, and 3) lender of last resort function. 

A new prudential regulatory structure should: 

• Demand greater accountability from regulators; 

• Contain fewer regulators; 

• Preserve the dual banking system and recognize the needs of all 8,000 
banks; and 

• Limit the role of the Federal Reserve. 


Consumer Protection 

Consumer protections need to be enhanced. Such enhancements need to be targeted to 
the specific areas where breakdowns occurred. In order to do so, there needs to be greater 
examination of the causes of the crisis. Where new authorities are necessary, they should be 
enacted by Congress, Where regulators failed to use existing authorities, they should be held 
accountable. Where firms operated beyond the reach of regulators, they should be brought 
within some regulatory scheme. 
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Consumer protection and safety and soundness regulation can be enhanced and achieved 
simultaneously. For example, the Federal Reserve operates under a dual mandate to achieve 
price stability and full employment. As part of the new prudential regulatory structure, a clear 
mandate requiring safety and soundness and consumer protection oversight could be employed. 
Consideration of mortgage underwriting underscores the logic of this approach. For example, 
proper underwriting protects the financial institution and consumers. 

Congress should, to the maximum extent possible, determine whether and how industry 
practices need to be addressed. A framework for addressing them can then be enacted. In 
contrast, the Administration/Dodd plan empowers the regulator to design and implement its own 
framework. 

Finally, national financial markets provide consumers with the greatest choices and help 
enhance the safety and soundness of the financial system. Preemption rules must accommodate 
these facts. 

Any new consumer protection regime should: 

• Not separate consumer protection and safety and soundness regulation; 

• Recognize that substantive consumer protection laws must be developed by 
Congress and be implemented by regulators. Regulators should not be given the 
ability to promulgate free standing consumer protection regulations tethered only 
to a broad grant of authority; 

• Recognize that the safe and sound operation of competitive national markets 
requires preemption rules that allow consistent national standards; and 

• Be designed to cover all similar products regardless of what type of firm 
(state/federal) is selling them. 


Derivatives 

The infrastructure for the derivatives market needs to be modernized to increase 
transparency, standardization, and competition. Such changes, however, must allow customized 
risk management transactions to continue without significant increase in cost or burden. The 
goal should be to limit risks to the financial system while preserving the ability of companies to 
manage the particular risks to their firms. The optimal regulatory and economic outcome may 
require a merger of the CFTC and the SEC. 

Any new derivatives regulation should: 

• Address counter-party risk exposure by increasing the amount of centralized clearing and 
requiring additional data reporting; and 

• Preserve the ability to engage in bilateral customized transactions. 
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Written Statement of Hal S. Scott 

Director of the Committee on Capital Markets Regulation; 

Nomura Professor and Director of the Program on International Financial Systems 
at Harvard Law School' 
to the 

Committee on Banking, Housing, and Urban Affairs 
United States Senate 

July21,20U 

itc itc ♦ 

One year ago today, the Dodd-Frank Act was signed into law. I would like to take this 
opportunity to review progress toward achieving the goals of the Act. I will begin by giving a 
brief update on the regulators’ actions to date, followed by additional comments on the 
implementation process. I will also discuss what are, in my view, the best and worst substantive 
features of Dodd-Frank and their effects on the financial system and the U.S. economy, 
concluding with a warning about how Dodd-Frank affects the competitive position of the U.S. 
markets. Although much of this statement is based on the past work of the Committee on Capital 
Markets Regulation (CCMR), these represent my own views, not the views of the Committee, 

I. Dodd-Frank Progress 

The Dodd-Frank Act requires federal regulators, including the Securities and Exchange 
Commission (SEC), Federal Deposit Insurance Corporation (FDIC), Commodity Futures 
Trading Commission (CFTC), Board of Governors of the Federal Reserve System (Federal 
Reserve), and the new Financial Stability Oversight Council (FSOC), to write and implement 

^ Biography with disclosures on compensated activities available at htlp://www. law. harvard.edu/facuity/hscott. 
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over 300 new rules.^ The Act requires 122 of these rules to be finalized either today, the one-year 
anniversary of the Dodd-Frank Act, or sometime last week.^ It is clear that most of these 
deadlines will be missed. Some rales with looming deadlines have yet even to be proposed, 
much less finalized. By tomorrow the regulators will very likely have more than 100 overdue 
rules. These are just the rules with deadlines before or during July. More than half of the required 
rules have a deadline after July or no deadline at all, and very few of those have even been 
proposed yet. 

This is not to say the regulators have not been busy — far from it. In the last year the 
financial regulators have written more than 3 million words published in over 3,500 three- 
column, small-type pages of the Federal Register.'' Nor do 1 mean to criticize the agencies for 
missing the deadlines. In fact, in testimony I delivered in January before the House Committee 
on Financial Services, I said, “the most important objective should be to get the rules right, not to 
act quickly.”^ 

Rather, these statistics illustrate that the original statutory deadlines were unrealistic. As I 
noted in January, the SEC typically issued fewer than 10 new substantive rules a year before 
Dodd-Frank, and the CFTC issued fewer than 6 a year. Yet the Dodd-Frank Act gave the SEC 
only a year to write nearly 60 rules, and the CFTC nearly 40.^ The agencies were not prepared to 
run a record-setting 2-hour marathon. They were not even prepared to run a 5-hour marathon, 


■ Sec. Industry & Fin. Mkts. Ass’n, Regulatory Action Database , http://www.sifma.org/members/dodd-frank.aspx. 
Note that this count and the ones that follow include multiple instances of a rule if it involves multiple regulators. 

^ Davis Polk & Wardwell, LLP, Dodd-Frank Progress Report 4 (July 2011). 

Jean Eaglesham, Overhaul Crows and Slows. WALL St. J., May 2, 20 1 1 , at 
http://online.wsj.eom/article/SB10001424052748703346704576295873060349068.html. 

^ Promoting Economic Recovery and Job Creation: The Road Forward: Hearing Before the H. Comm. On Fine. 
Servs., 1 i2th Cong. 14-15 (Jan, 26, 2011) (testimony of Hal S. Scott) (hereinafter January Testimony). 

® January Testimony, supra note 5 at 102. 
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considering that the rules, which involve a tundamental reshaping of our financial markets, are 
very complicated and frequently require the coordination of multiple agencies. 

n. Implementation Process 

It is clear from the regulators’ progress that the statutory deadlines were, on the whole, 
unrealistic. But the implementation problems were not limited to the unrealistic deadlines. The 
rulemaking process as a whole was opaque, causing uncertainty among market participants. Most 
regulators did not create a public rulemaking schedule; the public was generally left to guess 
about which rules were coming when. It does not seem that the regulators really thought much 
about a sensible schedule, because they proposed rules in scattershot fashion: many important 
rules came after less important ones, and proposals frequently relied upon rules that had yet to be 
proposed, such as definitions. Nor did the various regulators coordinate their rulemaking 
schedules, much less the substance of rules. Under the Dodd-Frank Act, the CFTC is charged 
with regulating the swaps market and the SEC with the security-based swap market. Yet time 
and again, the comment period on a proposed rule from one Commission would close before the 
other had issued its own proposal on the same topic. The timing differences are made more 
problematic by the divergence between the agencies on substance. The SEC and CFTC have 
frequently proposed rules on the same topic that are very different, without justifying the 
differences. 

These sequencing and coordination deficiencies made it unnecessarily difficult for the 
public to comment in a meaningful way. The CFTC helpfully opened up most of its rules for 
another 30 days of comments, but this was, as they say, a day late and a dollar short. The new 
comment window was announced only near the end of the process, so it did nothing to assuage 
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the pressures on the public during the initial comment windows, when they were left to comment 
on an incomplete set of rules without even knowing whether a particular firm or product would 
be covered by the rules. Moreover, only the CFTC reopened the rules for comments; the SEC 
and the other regulators have not done so. What should be done is that many of these rules, 
particularly those relating to derivatives, should have been reproposed as a package, and a further 
comment period allowed. In retrospect, the CFTC would have been better off proposing a 
comprehensive set of rules to begin with, taking more time to get the package right rather than 
operating piecemeal. 

For some time now 1 have been calling attention to the lack of cost-benefit analysis 
performed by the financial regulators in the rulemaking process. In January of this year, the 
President issued an Executive Order requiring governmental agencies to issue rules only when 
their benefits exceed their costs.’ This Order reiterated the principles from a series of Executive 
Orders dating back to President Reagan. By its terms, however, the Obama Executive Order does 
not apply to independent agencies such as the CFTC and SEC. Although the heads of both of 
those agencies contemporaneously suggested they would comply with the Order’s principles, it 
is clear that they have not.* 

Just last week the President issued another Executive Order, this time specifically 
targeted at independent agencies.’ But it is not binding in any way. Moreover, it is a watered- 


’Exec. Order No. 13,563, § 1(b), 76 Fed, Reg. 3,821 (Jan. 21, 2011). 

® See Public Hearing to Review Implementation of Title VI! of the Dodd-Frank Wall Street Reform and Consumer 
Protection Act: Hearing Before the H. Comm. On Agric., 1 12th Cong. (Feb. 10, 20] 1) (testimony of Chairman Gary 
Gensler), http://www, cftc.gov/PressRoom/SpeechesTestimony/opagensler-68.html (CFTC Chairman Gary Gensler; “the 
CFTC’s practices are consistent with the executive order’s principles.”); Testimony of Chairman Mary Schapiro Before 
the Subcomm. on Fin. Servs.: Hearing Before the H. Appropriations Comm., 1 i2th Congress (Mar. 15, 201 1), 
http://appropriations.house.gov/_files/03l5l lSECFY12BudgetTestimonyFiNAL.pdf (SEC Chairman Mary Schapiro: 
“while the Executive Order doesn’t apply to us, we’re trying to act as though it docs,”), 

’Exec. Order No. 1 3,579, 76 Fed. Reg. 4 1 ,587 (July 1 1 , 201 1 ), 
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down version of the January Order, requiring only a “consideration” of a rule’s costs and 
benefits, rather than a requirement that the rule’s benefits exceed its costs."* This limited action 
from the Executive branch may be traced to a concern that branch exercising too much control 
over “independent agencies.”’ ’ But Congress created these agencies, and it can mandate by 
statute more thorough cost-benefit analysis. I encoiu-age it to do so. 

III. Best and Worst Features of the Dodd-Frank Act 

A. Best Features 

The Dodd-Frank Act made several needed corrections in financial regulation. To start, it 
contains a broad mandate to centrally clear derivatives.’^ CCMR strongly supported mandatory 
central clearing in its May 2009 Report.’^ Centralized clearing reduces the potential chain 
reaction effect of failure by a major counterparty by collectivizing those risks through 
clearinghouse. Together with the Dodd-Frank Act’s execution and reporting provisions, they 
also contribute to enhancing the liquidity and transparency of the derivatives markets, as well as 
addressing several processing, settlement, and margining and collateral issues. 

The Dodd-Frank Act also made improvements to asset-backed securitizations (ABS). 
Notably, it improves the disclosure regime to investors and requires securitizers to retain “skin in 


'"w. at§ 1(a). 

' ' See Robert W. Hahn & Cass R. Sunstein, A New Executive Order for Improving Federal Regulation? Deeper and 
Wider Cost-Bemfil Analysis, 150 U, PA. L. REV. 1489, 1531-37 (2002); Elena Kagan, Presidential Adminislration. 
\ 14 HARV. L. REV. 2245, 2319-31 (2001); Richard H. Pildes & Cass R. Sunstein, Reinventing the Regulatory- 
State, 62 U. CHI. L. REV. 1, 24-33 (1995). 

See Dodd-Frank Wall Street Reform and Consumer Protection Act § 723, Pub. L. No. 1 1 1-203, 124 Stat. 1376 
(hereinafter Dodd-Frank Act). 

See Comm. ON Capital Mkts. Reg., The Global Financial Crisis: A Plan For Regulatory Reform 42 (May 
2009), http;//www, capmktsreg.org/research.html. 

See Dodd-Frank Act §§ 727, 729, 733. 
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the game” — an economic interest in the credit risk of the assets,'^ The regulators are currently 
accepting comments on a proposal to require 5% risk retention.'^ As proposed, it allows a 
securitizer to retain risk in a number of different ways, including a first-loss position, a “vertical” 
slice of each tranche, a mixture of both, and a representative sample. The Dodd-Frank Act also 
contains an exception from the risk retention provision for “Qualified Residential Mortgages,” 
the definition of which is also out for comment, I believe the housing price bubble was the root 
cause of the financial crisis, and the bubble depended on easily securitized mortgages. It is 
therefore appropriate that the Dodd-Frank Act address this process, but do so in a sensible way. 
We need to revitalize this market if housing finance is to revive. 

Credit ratings are of course closely tied to the securitization market and thus to the 
financial crisis. The Dodd-Frank Act sought to improve the regulation of the credit ratings 
agencies as well.” Many of these improvements, notably increasing transparency about ratings 
methodology, are steps in the right direction. However, the Act prohibits federal agencies from 
referencing credit ratings at all. The regulators have yet to divine how to accomplish this in a 
sound fashion. I think a better approach would be to prohibit undue reliance on the ratings. This 
is a simple statutory fix.'® 


See id. §§ 941-46. 

Credit Risk Retention, 76 Fed. Reg. 24,090 (proposed Apr. 29, 2011). 

See Dodd-Frank Act §§ 931-939H. 

The fix would replace “reference to or requirement of reliance on credit ratings and” in § 939A(b) with “undue 
reliance on credit ratings and, if necessary,”. 
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B. Worst Features 

1. No consolidation of regulators and lack of co-operation among regulators 

In 2009, CCMR called for the reorganization of the U.S. regulatory structure, calling it 
“an outmoded, overlapping sectoral model.”'^ Although other countries have moved toward 
integrated regulatory structures, the Dodd-Frank Act actually made things worse. Although it did 
eliminate the Office of Thrift Supervision,^*' it created new regulators, the Bureau of Consumer 
Financial Protection, the Federal Insurance Office, and the Financial Stability Oversight Council 
(FSOC). 

A fragmented regulatory structure makes supervision and regulation difficult. A single 
firm may be subject to supervision by several different regulators, each of which has its own 
priorities and expertise. Each regulator also has its own set of regulations, which are sometimes 
at odds with those of other regulators. Dodd-Frank did not help in this respect. A total of 43 of 
the Dodd-Frank rulemaking provisions involve two or more agencies, and a handful involve half 
a dozen or more.^' If the agencies’ rules about the same topic diverge from each other, as is 
frequently the case with the SEC’s and the CFTC’s proposals, market participants who are 
subject to two different regimes will have to comply with different rules governing similar 
conduct. Without proper coordination, it will not always be clear whether a particular swap falls 
within the jurisdiction of the CFTC or SEC — different rules will provide an incentive and 
opportunity for participants to design derivatives to fit into the scheme that they prefer. 


Comm, on Capital Mkts. Reg., supra noie 1 3 at 203. 

“ See Dodd-Frank Act § 3 1 2(b). 

See Curtis W. Copeland, Cong. Research Serv., R4I472, Rulemaking Requirements and Authorities in the Dodd- 
Frank Wall Street Reform and Consumer Protection Act 1 (Nov. 3, 2010). 
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The newly created FSOC is no solution to this problem, even though Title I of the Dodd- 
Frank Act empowered it with broad authority to identify and monitor excessive risks to the U.S. 
financial system. FSOC’s ability to effectively reduce systemic risk is limited. First, its members 
primarily come from other independent federal regulatory agencies, and each will have his or her 
own agenda. The power of the Secretary of the Treasury as Chairperson is limited. FSOC itself 
has little direct supervisory authority — authority remains dispersed among the other agencies. 

For example, although it has the authority to designate nonbank financial institutions as 
systemically important (with a 2/3 vote), Dodd-Frank places enhanced supervisory authority in 
the hands of the Federal Reserve.^^ The Council can make recommendations to the Federal 
Reserve, but it cannot force it to act.^^ Even when serving as an arbiter for disputes between 
certain agencies, its recommendations are generally nonbinding.^'* In addition, the two-thirds 
supermajority vote required for many of its actions may be difficult to achieve. To date it has 
done little. 


2. Emergency Action 

Several aspects of the Dodd-Frank Act make it more difficult to act in a crisis. The 
sudden drop in housing prices in 2008 prompted a contagious liquidity crisis, which was 
stabilized only through the actions of the Fed, FDIC, and Treasury. Yet after the Dodd-Frank 
Act, none of them can do again what they did in the crisis. 


See Dodd-Frank Act § 113. 
See id. § 115, 

See id. § 119. 
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Under Dodd-Frank, the Federal Reserve may establish an emergency lending facility only 
with “the prior approval of the Secretary of the Treasury.”^^ CCMR previously explained that 
this approach “imposes unnecessary procedural hurdles on the Federal Reserve, potentially 
hampering its ability to act decisively in a crisis,”^* The Federal Reserve should make decisions 
about emergency lending both because it has the necessary expertise and because it can act 
quickly and decisively, and is independent. The Secretary of the Treasury may fear the political 
consequences of his or her decision, particularly if it can be characterized as a bailout. Of course 
an emergency facility under the Dodd-Frank Act is not a bailout; it must be adequately 
collateralized (a requirement legitimately strengthened by Dodd-Frank) and is subject to audits 
by the Comptroller General.^’ 

Similarly, under the Dodd-Frank Act the FDIC cannot guarantee deposits above 
$250,000 (including certain transaction accounts after 2012), or other senior debt, without a joint 
resolution of Congress.^* These are actions that can be important in staving off runs, During the 
crisis, the Treasury used funds from the Economic Stabilization Fund to guarantee money market 
funds in order to prevent a contagious run after the Primary Reserve Fund broke the buck. The 
Treasury can no longer do this, this power was removed by the TARP legislation and was not 
restored by Dodd-Frank Act.^'’ 

The Dodd-Frank Act also established a new “Orderly Liquidation Authority,” which 
includes a receivership process for the FDIC to use in resolving non-bank financial companies. 

“ Dodd-Frank Act § 1 l01(a)(6)(B)(iv). 

Letter from the Comm, on Capital Mkts. Reg. to Christopher Dodd, Chairman, Richard Shelby, Ranking Member, 
S. Comm, on Banking, Hous. & Urban Affairs, Barney Frank, Chairman, Spencer Bachus, Ranking Member, H, 
Comm, on Fin. Servs. 6 (June 14, 2010), 

http://www.capmktsrcg.org/pdfs/20 1 0.06. 1 4_CCMR_Reconciliation_Letter.pdf. 

” Dodd-Frank Act §§ 1 101(a)(6), 1 102(a), 

’* See id. § 335, 

-'‘See 12 U.S.C.A, § 5236(b). 
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In the process, however, the Dodd-Frank eliminated one of the FDlC’s existing powers to act in 
a crisis, namely the open bank assistance program for banks, and did not provide such a 
capability for non-banks. It also makes it difficult to preference short-term creditors in a 
resolution. 

All of these changes may actually make the problem of contagion worse because the 
government will be less able to stop it by injecting much-needed liquidity or support. The 
changes are largely the result of a popularly inspired bipartisan anti-bailout consensus, although 
even the consensus is puzzling. On the one hand, the Republicans have characterized the Dodd- 
Frank Act as a bailout bill,^° which it is not, and on the other hand the Democrats have asserted 
that they have ended bailouts,^' when the hard reality is that in the future, some form of a bailout 
may very well be necessary. The statutory changes, primarily from the Dodd-Frank Act, will 
seriously constrain the government’s ability to respond effectively to a future crisis. Moreover, 
they are unnecessary to protect taxpayers. Shortfalls can always be made up in taxes on the 
industry, and increased deposit insurance costs can be paid for through higher premiums. 

3. Funding/Management of CFPB 

Under the Dodd-Frank Act, the newly created Bureau of Consumer Financial Protection 
(CFPB) is funded from the profits of the Federal Reserve.^^ The CFPB receives the amount of 
funding that its Director determines is “reasonably necessary to carry out [its] authorities,” 


“ The Fin. Servs. Comm., One Year Later: The Consequences of the Dodd-Frank Act i 5- 22 (20 1 1 ), 
httpiZ/financialservices. house. gov/UploadedFiles/Financia!Services-DoddFrank-REPORT, pdf. 

Represenative Barney Frank (D-MA), National Press Club Newsmaker Series: A Report from the Front Line of 
Financial Reform (July ! 1, 201 1), http://press.org/news-imiltimedia/videos/npc-newsmaker-rep-bamey-frank. 

See Dodd-Frank Act § 1 0 1 7(a)( 1 ). 
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subject to a cap of about $550 million.^^ Funding the CFPB through the Fed’s profits sets a bad 
precedent. There is no review or control of the justifications for the money request; budget 
determinations should be made through the normal appropriations process. 


A full year after the Dodd-Frank Act was enacted, the Bureau still does not have an 
official Director, although President Obama nominated Richard Cordray earlier this week. In the 
interim the Dodd-Frank Act allows the Secretary of the Treasury to perform certain functions of 
the Bureau. Secretary Geithner had delegated this responsibility to Elizabeth Warren, who is now 
serving as Special Advisor to the Secretary.^'' That interim authority is limited, however, 
particularly after today’s “transfer date.” The Inspectors General for both the Treasury and the 
Federal Reserve have concluded that after this date, the Secretary of the Treasury or his delegate 
can only exercise the CFPB’s functions under subtitle F of Title X of the Dodd-Frank Act, which 
includes the existing authority of other regulators that will be transferred to the CFPB. Only a 
Senate-confirmed Director may exercise the CFPB’s new authorities, including the powers to 
prohibit unfair, deceptive, or abusive practices and to control disclosures about consumer 
financial products.” It is clear that the CFPB needs a confirmed head that is capable of executing 
the full powers of the office. This is true more than ever now that the transfer date has arrived. 


Congress recognized that a tension can arise between the overall goals of safety and 
soundness of the financial system and the CFPB’s goal of consumer protection. As a result, it 

Id. ^ 101 7(a); Annua! Report, 2009. Board of Governor.'i of the Federal Reserve System at 475, 49 ! . Note that this 
cap, which increases slightly for fiscal years 2012 and 2013 and is adjusted for Inflation thereafter, does not include 
the additional appropriations through fiscal year 2014 provided by § t017(e). 

See id. § 1066(a); Letter from Eric M. Thorson, Inspector General, Department of the Treasury, and Elizabeth A. 
Coleman, Inspector General, Board of Governors of the Federal Reserve System, to Hon. Spencer Bachus, 
Chairman, Committee on Financial Services, and Hon, Judy Biggert, Chairman, Committee on Financial Services, 
Subcommittee on Insurance, Housing, and Community Opportunity, OIG-CA-l 1-004, FRB OIG 201 1-0! Enclosure 
at 2 (Jan. 1 0, 2011 ) (hereinafter OIG Letter). 

OIG Letter at 5-7; see Dodd-Frank Act §§ 1066(a) (“The Secretary is authorized to perform the functions of the 
Bureau under this subtitle until the Director of the Bureau is confirmed by the Senate,”), 1 03 1 (“prohibiting unfair, 
deceptive, or abusive acts or practices”), 1 032 (disclosures). 
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created a review process and veto power over the CFPB’s regulations. Unfortunately, this veto 
power may only be exercised upon a 2/3 vote of FSOC’s members.’^ From the perspective of 
protecting the safety of the financial system, it would be far better to give the Secretary of the 
Treasury the powers of review and veto. He or she can act decisively, unlike the supermajority of 
a council of regulators, and has a broader view of the problem. 

IV. Competitiveness 

The Dodd-Frank Act and new international regulatory standards, including the Basel III 
capital requirements, are likely to harm the international competitiveness of U.S. financial 
institutions. International coordination by financial regulators is necessary in order to prevent 
regulatory arbitrage and competitive inequalities. Although the Dodd-Frank Act wisely allowed 
U.S. regulators a lot of discretion to minimize some competitive disadvantages, the necessary co- 
ordination with international regulators and among U.S. regulators has been insufficient. 

A. Volcker Rule 

The so-called Volcker Rule bans “proprietary trading” in U.S. banking organizations, 
here and abroad, and limits their sponsorship of private equity and hedge funds to 3% of any 
fund and 3% of their capital.” As I have emphasized many times, proprietary trading was not a 
cause of the financial crisis and can serve to make banks more financially secure by diversifying 
their activities beyond risky lending. Indeed, the GAO recently found that the proprietary trading 
desks of four out of the six biggest banks posted profits during the period 2006-2010.^* Large 

“ See Dodd-Frank Act § 1023. 

Dodd-Frank Act § 619, 

United States Government Accountability Office, Report to Congressional Committees, Proprietary Trading: 
Regulators Will Need More Comprehensive Information to Fully Monitor Compliance with New Restrictions When 
Implemented 14 (July 20J 1), htlp://www. gao.gov/new. items/dl 1529.pdf. 
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bank losses during the financial crisis primarily came not from proprietary trading, but rather 
from traditional banking activities such as bad housing loans and investments in pools of those 
loans. With regard to systemic risk, the Volckerrule is both over-inclusive and under-inclusive 
as not all banks engaged in proprietary trading contribute to systemic risk, and some non-banks 
engaged in proprietary trading may contribute to systemic risk.^’ 

The scope of the Volcker rule is unclear because the term “proprietary trading” and the 
various exceptions in § 619 of the Dodd-Frank Act are ambiguous and have yet to be defined by 
rule. This is of particular importance because the line between permissible market making and 
possibly impermissible proprietary trading is difficult to draw. Implementation of the Volcker 
Rule will require extensive agency coordination. As drafted, the Dodd-Frank Act requires the 
Fed, SEC, CFTC, and certain banking regulators to implement the Volcker Rule, but unlike other 
sections of the Dodd-Frank Act, which require joint rulemaking, the Dodd-Frank Act requires 
only “coordinated rulemaking” for the Volcker Rule, with the Secretary of the Treasury, as 
Chairman of FSOC, having unclear responsibility to coordinate. So far this coordination role has 
been fruitless. 

The Volcker Rule’s impact on covered institutions’ revenues and profitability is already 
significant. In order to prepare for the Volcker Rule’s implementation, Morgan Stanley, 

Goldman Sachs, and Bank of America have already made significant business decisions 
regarding their proprietary trading desks and hedge/private equity fund investments.'*” For 

Implications of the ' Volcker Rules ' For Financial Stability: Hearing Before the S. Comm, on Banking, Hous . . & 
Urban Affairs, 1 i tth Cong. 2, 5 (Feb. 4, 2010) (testimony of Hal S. Scott). 

40 

Ftn. Stability Oversight Council, Study and REcoM^fENDATIONS on Prohibitions on Proprietary 
Trading and Certain Relationships with Hedge Funds and Private Equity Funds 2 (Jan, 2011), 
http://www.trcasury.gov/initialives/Docunients/Volcker%20sec%20%20619%20study%20rin3l%201%20l8%20l 1 
%20rg.pdf, While the study suggests that banks are presently shutting down dedicated proprietary trading desks, 
hedge funds, and private equity funds “that were a source of losses during the crisis,” it is not clear, however, that 
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example, Goldman Sachs has dismantled almost all of its proprietary trading operations, which 
analysts estimate will erase about $3.7 billion in revenue and $1.5 billion in profit annually — 
over 50% of revenues and 15% of earnings per share.'" Morgan Stanley’s divestitures are 
expected to result in a 14% loss of earnings per share'*’ while Citigroup will have to divest its 
interest in various hedge funds. Such divestitures could force the closing of certain hedge funds 
despite their strong absolute performances. For example, Citigroup’s Mortgage/Credit 
Opportunity Fund climbed 16% in the first four months of 201 1'*^ but because 90% of the $395 
million invested in the fund is Citibank’s own capital, the Fund may have to unwind. 

It is important to recognize that the United States is acting alone in banning proprietary 
trading. Despite Chairman Volcker’s hope that other countries would follow, none have done so. 
Our solitary stand puts our markets and our firms at a competitive disadvantage. Under the 
Volcker Rule, a U.S. banking organization cannot engage in proprietary trading abroad, but its 
foreign competitors can. 

After the Volcker rule was introduced as part of the Dodd-Frank Act, the U.K. 
Independent Commission on Banking rejected a similar approach.'*'* Rather than limit a banking 
organization’s activities, the U.K. Commission set forth a plan for internal ring-fencing, whereby 


banking entities have shut down only money-losing operations. 

Lauren T. LaCapra, Goldman Lobbying Hard to Weaken Volcker Rule. REUTERS (May 4, 2011), 
http;//www.reuters, com/article/201 l/05/04/go!dman-vo]cker-idUSN04 184743201 10504. 

Philip van Doom, Fed Issues Volcker Proposal, THE STREET, http://www.thestreet.eom/story/l 1 002447/1 /fed- 
issues-volcker-proposai.html . 

“The fund, run by Rajesh Kumar, 41, has posted profits every year since it began in 2008... Kumar’s hedge fund 
is part of Citi Capital Advisors, which oversees about $16 billion in so-called alternative funds, including private 
equity and venture capital funds..." Donal Griffin, Citigroup’s Hedge-Fund Returns Jump as Volcker Rule Looms. 
Bloomberg, May 18, 201 1, htip://www.bloomberg.com/news/20l 1-05-18/citigroup-hedge-fund-rerums-jump-as- 
ban-on-prop-trading'looms.html; see also Donal Griffin, Citigroup Said to Shut $400 Million Proprietary Fund as 
Ahmed Has New Role, BLOOMBERG, June 2, 201 1, http://www.bloomberg.com/news/201 1-06-02/citigroup-said-to- 
shut-proprietary-fund-as-raanager-has-new-ro1e.html. 

INDEP. COMM’N ON BANKING, INTERIM REPORT CONSULTING ON REFORM OPTIONS (Apr. 2011), http://s3-eu-west- 
1 .amazonaws.com/htcdn/interim-Report- 1 1 04 H .pdf. 
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wholesale and investment banking activities would be separated from retail banking activities, 
which will be supported by insured deposits. The retail bank will be required to have higher 
capital requirements. This is a far better approach than the Volcker rules, an approach already 
reflected in our approach to Glass-Steagall reform in 1999 when we required that most securities 
activities be conducted in the holding company rather than the bank.”*^ 


B. Derivatives Regulation 

As I explained earlier, I regard some of the derivatives provisions to be among the best 
features of the Dodd-Frank Act, especially those pertaining to central clearing and transparency. 
We are not alone in those endeavors; Europe is enacting similar changes,'** But the devil is in the 
details, and it is important to avoid diverging too much on the implementation details in order to 
avoid disrupting cross-border transactions and creating an oppormnity for regulatory arbitrage. 


Both the U.S. and E.U. will permit their institutions to participate in a foreign 
clearinghouse only if the regulations pertaining to that foreign clearinghouse are equivalent to 
those of clearinghouses in the home country.*’ We may run into problems if the two regimes 
diverge on important issues. For example, the CFTC has proposed capping minimum capital 
requirements for clearinghouse membership at $50 million,** but the E.U, may set either a higher 
threshold or none at all. It is not clear whether the E.U. will then permit an E.U. firm to use a 
U.S. clearinghouse with lower minimum limits because it may be considered riskier. Conversely, 


Gramm-Leach-Bliiey Act § 1 1 1, Pub. L. No. 106-102, 113 Stat. 1338 (1999). 

For the E.U. effort, see Proposal for a Regulation of the European Parliament and of the Council on OTC 
Derivatives, Central Counterparties and Trade Repositories, COM (2010) 484 final (Sept, 1 5, 2010) (hereinafter 
E.U. Proposal), 

See Dodd-Frank Act § 738(a); E.U, Proposal, Article 23. 

See Risk Management Requirements for Derivatives Clearing Organizations § 39.12, 76 Fed. Reg. 3,698, 3,719 
(proposed Jan. 20, 201 1) ($50 million requirement); Katy Bume, V.K. ‘s FSA Warns US Against Lowering Barriers 
to Swap Clearing, FOX BUSINESS, Mar. 25, 201 1, hitp://www.foxbusiness.com/industries/20I !/03/25/uks-fsa- 
wams-lowering-barriers-swap-clearing/. 
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the CFTC has proposed limiting ownership of clearinghouses by dealers, banks, and other types 
of institutions, to a combined 40%.“*^ Will the CFTC allow a U.S. institution to use an E.U. 
clearinghouse that is completely owned by dealers? Other differences include the end-user 
exception, which is narrower in the U.S. than in the E.U, because the U.S. exception applies only 
to hedging activities, and possible differences between margin required for cleared swaps. 

In addition, the U.S. and the E.U, are not moving at the same pace. Although the U.S, 
regulators will undoubtedly miss today’s deadline for the bulk of their rules, they may finish by 
the end of the year. The E.U., on the other hand, is unlikely to complete its rules before late 2012 
or 2013. Different implementation schedules may also create arbitrage opportunities. 

To be clear, I am not advocating merely following Europe. Rather, I think it is important 
to emphasize the need for coordination. It may be that we need to make some changes to our 
rules, and that the Europeans will have to make some changes to theirs. 

C. Capital Requirements 

Capital requirements are presently undergoing major changes. The Dodd-Frank Act 
requires “systemically important financial institutions,” or SlFIs to hold as much capital as Basel 
I required,^'* and the Basel III rules adopted in December 2010, will also have to be implemented. 
Capital requirements are among the most important regulations for the banking industry, and 
changes to them will have very large effects. Even though the Basel rules are designed to be 
international standards, the effects may not be uniform across countries. Indeed, implementing 

See Dodd-Frank Act § 726(a); see also Requirements for Derivatives Clearing Organizations, Designated Contract 
Markets, and Swap Execution Facilities Regarding the Mitigation of Conflicts of Interest § 39.23, 75 Fed, Reg. 
63,732, 63,750 (proposed Oct. 18, 2010) (imposing limits on ownership). 

See Dodd-Frank Act §171. 
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Base! Ill (by 2019, as plaaned) may have uneven competitive effects, as will the additional 
capital requirements in the Dodd-Frank Act that do not apply in other countries. 

Basel III makes several changes. It will require banks to hold 4.5% of common equity 
and 6% of Tier I capital (up from 4%) of risk- weighted assets (RWAs). Basel III will also 
introduce capital buffers, including a mandatory capital conservation buffer of 2.5% and a 
discretionary countercyclical buffer of an amount to be decided by national regulators, up to 
2.5%. It will also introduce a leverage ratio and two mandatory liquidity ratios. The introduction 
of the leverage requirement (and its retention in the U.S.) is somewhat odd since the whole Base! 
capital initiative is premised on the idea that capital should be held in proportion to the riskiness 
of assets and that leverage ratios (the system before Basel) could not achieve this. If a bank has 
AAA liquid assets, we should care a lot less about leverage. Nonetheless, Chairman Bair and 
others trumpeted the leverage requirement as the partial savior of the banking system since it in 
practice required banks to hold more capital than the risk-weighted capital requirements.^' But 
this is only an indictment of the Basel’s risk-weighted requirements — as before, it makes no 
sense to judge the adequacy of capital without taking into account the riskiness of assets. 

It is impossible to accurately predict how the banking industry will respond to these 
changes, or how the response will affect the real economy. Indeed, Chairman Bemanke recently 
admitted that it is too complicated to do an accurate, comprehensive study of the impact of the 
new capital requirements, Dodd-Frank rules, and other changes.^^ 

^ ' See The Interagency Proposal Regarding the Basel Capital Accord: Hearing Before the S. Comm, on Banking, 
Hous.. and Urban Affairs, 109th Cong, (Sept. 26, 2006) (statement of Sheila C. Blair, Chairman, Fed. Deposit Ins. 
Corp.).; see also Sheila Biair, Road to Safer Banks Runs Through Basel, FIN, TIMES, Aug, 23, 2010, 
http://www.ft.eom/intl/cms/s/0/aldfbd02-aee8-l Idf-8e45-00l44feabdc0.html#axzzlSTdl5B8c. 

Dealbook, What Dimon Told Bernake, NEW YORK TIMES, June 8, 201 1, 
http://dealbook.nytimes.com/201 1/06/08/what-dimon-told-bemanke/. 
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Several organizations have tried to assess the impact of the capital rules. The studies are 
from groups including the Macroeconomic Assessment Group (MAG), established by the Basel 
Committee, along with the Financial Stability Board; the Institute of International Finance (OF); 
the International Monetary Fund (IMF); the Organization for Economic Co-operation and 
Development (OECD); and a panel including staff from the Federal Reserve Bank of New York, 
Bank of Italy, BIS, European Central Bank, European Commission, and IMF.^^ The studies agree 
on one thing, the direction of the impact on GDP: down. The peak effect of the impact on global 
GDP of each 1 percentage point increase in bank common equity is expected to have a negative 
effect of up to 1.1% of global GDP, or up to $748 billion by 2019. IIF estimated the cumulative 
effects of all of the various provisions in Basel III; they could lead to a decline in U.S. GDP 
alone of up to $951 billion over the period 201 1-2015. 

Whether all countries will fully implement the Basel 111 requirements remains to be seen. 
Not all countries fully implemented Basel II (including the U.S.), so there is reason to question 
the commitment of all countries to do so. If they do not, then the decline in output will be larger 
in some countries than in others. The same is true if countries implement the rules on a different 
timeline. Further, even if all countries have the same nominal rules, they might enforce them 
differently. Moreover, some countries may see different effects due to the structure of their 
economies and importance of banks. For example, the OECD study found that bank lending 


Macroeconomic Assessment Group. Final Report; Assessing the Macroeconomic Impact of the 
Transition to Stronger Capital and Liquidity Requirements (Dec. 2010), 

http://www.bis.org/publ/othpl 2.pdf; INST. OF INT’L FIN., THE NET CUMULATIVE ECONOMIC Impact of Banking 
Sector Regulation: Some New Perspectives (Oct. 2010), 

http://www.iif.com/download.php?id=/OeTxourA+A=; ScOTT Roger & Jan Vlcek, Int’l Monetary Fund, 
Macroeconomic Costs of higher Bank Capital and Liouidity Requirements (May 2011), 
http://www.imf.org/extemal/pubs/ft/wp/201 1/wpl 1 i03.pdf; Patrick Slovik & Boris Coumede, Macroeconomic 
Impact of Basel III (Org. for Econ. Cooperation and Dev., Econ. Dep’t Working Paper No. 844, 2011), 
http://dx.doi.Org/l 0. 1 787/5kghwnhkkjs8-en; Paolo Anoelini Et Al, Bank of Int'l Settlmeents, Basel 111: 
Long-Term Impact on Economic Performance and Fluctuations (Feb. 20 1 1 ). 



198 


spreads in the U.S. are more sensitive to changes in capita! ratios than in Japan.’*' Different 
accounting rules and tax rules can also lead to different outcomes.” 

O. Systemically Important Financial Institutions 

The world’s regulators and legislators have come to agree that the largest and most 
important financial institutions deserve special attention. The failure of any of these SIFIs could 
seriously damage the economy. The process of designating firms as SIFIs and determining how 
to regulate them has now begun. 

In the U.S., the Dodd-Frank Act subjects banking organizations with total consolidated 
assets of S50 billion or greater to supervision by the Federal Reserve. In addition, FSOC is 
charged with designating non-bank financial institutions that should also be supervised by the 
Fed. The statutory criteria are: 

(A) the extent of the leverage of the company; 

(B) the extent and nature of the off-balance-sheet exposures of the company; 

(C) the extent and nature of the transactions and relationships of the company with other 
significant nonbank financial companies and significant bank holding companies; 

(D) the importance of the company as a source of credit for households, businesses, and 
State and local governments and as a source of liquidity for the United States 
financial system; 


” Slovik & Coumede, supra note 53. at 7-8. 

’’ See Hal S. Scott & Shinsaku Iwahara, In Search of A level Flaying Field: The Implemenlaiion of ihe Basle 
Capital Accord in Japan and the (Group of Thirty Occasional Paper 46, 1994). 
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(E) the importance of the company as a source of credit for low-income, minority, or 
underserved communities, and the impact that the failure of such company would 
have on the availability of credit in such communities; 

(F) the extent to which assets are managed rather than owned by the company, and the 
extent to which ownership of assets under management is diffuse; 

(0) the nature, scope, size, scale, concentration, interconnectedness, and mix of the 
activities of the company; 

(H) the degree to which the company is already regulated by one or more primary 
financial regulatory agencies; 

(1) the amount and nature of the financial assets of the company; 

(J) the amount and types of the liabilities of the company, including the degree of 
reliance on short-term funding; and 

(K) any other risk-related factors that the Council deems appropriate.** 

FSOC is required to issue rules concerning how it will designate firms,*’ but it has yet to 
do so, and has even reportedly postponed its own deadline for making a proposal.** Similarly, the 
Federal Reserve has yet to announce how it will supervise these firms. It is difficult to judge who 
should be systemically important without knowing the full consequences of a designation. 

“ Dodd-Frank Act § 113. 

See Advance Notice of Proposed Rulemaking, Authority to Require Supervision and Regulation of Certain 
Nonbank Financial Companies, 75 Fed. Reg. 61,653 (proposed Oct. 6, 2010): see also Authority to Require 
Supervision and Regulation of Certain Nonbank Financial Companies, 76 Fed. Reg. 4,555 (proposed Jan. 26, 201 1). 

Deborah Soloman & Victoria McGrane, Financial Oversight Panel to Delay Guidance, Wall St. J., July 14, 
2011, http://professional.wsj.eom/article/SB10001424052702304223804576444192780997846.html. 
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This process is also proceeding internationally. Last November the G-20 endorsed a 
framework designed by the Financial Stability Board (FSB), which proposes additional 
supervision and regulation of SlFIs, and different resolution procedures.^’ Earlier this week, the 
FSB and the Basel Committee released a Consultive Document proposing a methodology for 
designating “global systemically important banks (G-SIBs).”^’ The proposed methodology 
would evaluate five categories: 


1. size, 

2. interconnectedness, 

3. lack of substitutability, 

4. global (cross-jurisdictional) activity, and 

5. complexity.*' 

The proposal also includes a “SIFI surcharge” in the form of enhanced capital 
requirements. Designated firms would be required to hold an additional 1% to 2.5% common 
equity capital, with the possibility of an additional 1% requirement if a bank’s systemic 
importance increases over time.*^ 

Although this is only a proposal, the notion of a SIFI surcharge has been gaining 
momentum and some want to impose higher surcharges than proposed by Basel. The U.K. 


” Fin. Stability Bd., Intensity and Effectiveness of SIFI Supervision; Recommendation for Enhanced 
Supervision (Nov. 2, 2010), http://www.rmancialstabilityboard.org/publicaiions/r_l01 101. pdf. 

“ Basel Committee on Bankinc Supervision, Global Systemically Important Banks: Assessment 
Methodology and the Additional Loss Absorbency Requirement 1 (July 2011), 
http://www.bis.org/publ/bcbs20 1 .pdf, 

''' Id . at 5. 

‘-Mails. 
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Independent Commission on Banking previously said that 3% is the “minimum credible” SIFI 
surcharge.*^ Switzerland has proposed that its two largest banks have capital ratios of 19%, more 
than half of which must be common equity. In a June speech, Fed Governor Daniel Tarullo 
asserted that the Federal Reserve is contemplating using a methodology that could result in a 

U. S. SIFI surcharge of up to 7%.^“' 

As with capital requirements generally, it is unlikely that SIFI surcharges will be 
implemented on a uniform basis across countries. If some countries impose higher surcharges 
than others, then banks in countries with lower SIFI surcharges will have an advantage. 

Similarly, the approach to designating SIFIs will likely differ across countries, with some 
countries choosing to designate more firms than others. Indeed, the Dodd-Frank Act considers 
many things the GHOS criteria do not cover, including leverage, off-balance-sheet exposures, 
source of credit for low-income and minority communities, and activity mix. Moreover, the 
GHOS criteria apply only to banks, but the Dodd-Frank criteria apply exclusively to nonbanks. 
All of these differences will distort competition. 

V. Conclusion 

The political debate that produced the Dodd-Frank Act was largely shaped by the popular 
and understandable desire to avoid bailouts of Irresponsible financial institutions. The record 
shows, however, that increased Fed lending and TARP injections were profitable. Shortfalls can 
always be covered by a tax on financial institutions (as the Obama Administration has proposed) 


“ INDEP. Comm 'NON Banking, supra note 44, at 70-71. 

Daniel K. Tarullo, Governor, Fed. Reserve Sys. Bd. of Governors, Speech at the Peter G. Peterson Institute for 
International Economics: Regulating Systemically Important Financial Firms (June 3, 20! 1), 
http://www.federalreserve,gov/newsevents/speech/tarullo201 10603a.htm. 
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or, in the case of deposit insurance, by an increase in premiums. Thus, taxpayers need not be put 
at risk by bailouts. 

Of course, this does not deal with the issue of moral hazard, the fact that institutions 
knowing they will be bailed out will take more risk. To some extent, this will be controlled by 
analysts and the ratings agencies whose negative evaluations will increase the cost of funds for 
banks. While no bank may be “too big to fail,” no creditor can be assured of being made entirely 
whole in the event of a failure, thus the debt of even the largest banks (and countries) will 
become more expensive if the market perceives increased risk.*^ While this may not be ideal, 
since the full cost of risk will not be imposed on creditors, it may be as good as we can do. We 
should do everything in our power to help the market impose penalties on overly risky banks, 
such as requiring more disclosure and more accurate accounting. 

In the end, however, the hard reality is that bubble-induced and other financial crises will 
unfortunately continue — and regrettably Dodd-Frank makes containing them more difficult. The 
hope that Dodd-Frank and Basel will avoid future crises is merely that, a hope. When the next 
crisis quickly leads to severe depression, due to our inability to stop contagion, will we all 
congratulate ourselves because we did not bailout irresponsible financial institutions? We need a 
Plan B. 


See Julapa Jagtiani, George Kaufman, & Catharine Lentieux, Do Markets Discipline Banks and Bank Holding 
Companies? Evidence From Debt Pricing (Emerging Issues Series, Supervision and Regulation, Department 
Federal Reserve Bank of Chicago, S&R-99-3R, June 2000). 
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C(M,incii of instjtur'onijf investors 


Via Hand Delivery 


July 21, 2011 

The Honorable Tim Johnson 
Chairman 

Committee on Banking, Housing, and Urban Affairs 
United States Senate 
Washington, DC 20510 

The Honorable Richard C. Shelby 
Ranking Member 

Committee on Banking, Housing, and Urban Affairs 
United States Senate 
Washington, DC 20510 

Re; Hearing on Enhanced Investor Protection After the Financial Crisis 
Dear Mr, Chairman and Ranking Member Shelby; 

I am writing on behalf of the Council of Institutional Investors (Council) a nonpartisan, nonprofit 
association of public, union and corporate employee benefit plans with combined assets 
exceeding $3 trillion. ’ Council members are responsible for investing and safeguarding assets 
used to fund retirement benefits of millions of participants and beneficiaries throughout the U.S. 
They have a significant commitment to the U.S. capital markets, with the average Council 
member investing approximately 60 percent of its entire portfolio in U.S. stocks and bonds, ^ 

Today, on the one-year anniversary of the Dodd-Frank Wall Street Reform and Consumer 
Protection Act (Dodd-Frank Act), we applaud you, your counterparts in the House of 
Representatives and the leadership of both houses of Congress for crafting and passing the 
most sweeping overhaul of U.S. financial regulations since the 1930’s. We also congratulate 
you on the Committee’s successful July 12 hearing on the enhanced investor protections 
provided by the Dodd-Frank Act. As stated during the Chairman’s opening remarks, the 
“financial crisis highlighted the need for stronger investor protections."® 

The Council believes that the Dodd-Frank Act “represents a significant step toward closing the 
gaps in regulation and corporate governance that fueled the worst financial crisis since the 
Great Depression” and that it has already helped to begin to restore trust in U.S. markets. We 
strongly agree with the Chairman that the provisions of the Dodd-Frank Act must be given “a 


' For more information about the Councii of Institutional Investors (Council), see the Council’s vk'ebsite at 
http://www.cii.orQ/ . 

^ Council of Institutional Investors, Asset Allocation Survey 2010 at 4 (on file with the Council). 

^ Enhanced Investor Protection After the Financial Crisis; Hearing Before the Senate Committee on Banking. 
Housing, and Urban Affairs, 112*^ Cong. 1 (2011) (Statement of Sen. Tim Johnson, Chairman, Senate 
Committee on Banking, Housing, and Urban Affairs). 

Press Release, Council of Institutional Investors, Cll Statement on the Impact of the Dodd-Frank Act 1 (July 
18, 2011), http.7/www.cii.ora/UserFiles/fiie/07-18-11%20Dodd-Frank%20one%20vear%20iater%2Qpresser.Ddf . 


L . ,^8.17th Street, NW • Suite 5<» • Washu^ton, DC 2000S-33}0 ) Msun 2(.'2.822.0800 • Fax 202.822 !)801 |, wvwcfi.org 




204 


July 21, 2011 
Page 2 of 3 


chance to work to protect investors and American families who depend on our financial 
system.”® 

One of the most vital investor protections supported by provisions of the Dodd-Frank Act is that 
of proxy access.® We, therefore, were disappointed that the discussion on proxy access at the 
Committee’s hearing included the repetition of talking points of those corporate lobbyists whose 
clients do not support the fundamental right of shareowners to nominate, elect and remove 
directors. More specifically, in our view, it has been conclusively disproven that the Securities 
and Exchange Commission's (SEC or Commission) proxy access rule would somehow 
empower special interest groups to take actions detrimental to the long-term interests of public 
company shareowners as some at your hearing suggested. The following reasons support the 
view of the Council and other long-term shareowners on this issue:^ 

First, the corporate director election process itself would prevent proxy access abuse. Under 
the SEC’s rule, each shareowner nominee ultimately has to win the approval of investors in 
order win a seat on the board. Therefore, a duly nominated and elected director under the 
Commission’s proxy access rule is one who presumably reflects the views and interest of a 
majority of shareowners; othenwise, he or she would not have been elected. Furthermore, the 
rule’s disclosure requirements would inform shareowners to the narrow interests of a nominating 
shareowner group, thus allowing shareowners to cast their votes in favor of the nominee who 
will best serve the interests of all shareowners.® Any shareowner candidate who wins a seat on 
the board, moreover, owes fiduciary duties “to serve the interests of all shareholders.”® 

Second, the rule’s requirement that nominating shareowners hold at least 3 percent of eligible 
voting securities for at least three years is by no means easy to satisfy, neither by so-called 
special interest candidates nor by institutional investors. For example, “CalSTRS— one of the 
country’s largest pension funds— generally owns only about 0.3 percent of the outstanding stock 
of any company.”'® 

Likewise, a Council analysis of the issue demonstrated that “the holdings of the ten largest 
public pension funds in a sample of five accelerated filers and five non-accelerated filers 
indicatejd] that if a group of the ten largest holders were to aggregate shares, they . . . would be 
unlikely to meet even a three percent threshold,” as “[tjhe holdings by the ten largest public 
pension funds in those companies ranged from 0 percent to 2.69 percent, with an average of 
0.872 percent.”" Therefore, even large investors would have to band together in large numbers 
to meet the 3 percent threshold. Such alliances will rarely occur unless they reflect widely-held, 
share-value maximizing interests. Furthermore, the 3 percent holding requirement is a powerful 
disincentive to behavior that might damage company performance in that declines in a stock’s 
value will prove especially costly to shareowners meeting the 3 percent threshold. 


® Dodd-Frank Wall Street Reform and Consumer Protection Act § 971 (July 21, 2010), 
htta://www.oDo.aov/fdsvs/Dka/PLAW-1 1 lDubl203/content-detail.html . 

' Richard Hall, Roper: CFA No Longer Opposed to SRO for investment Advisers, BNA Daily Report for 
Executives, July 13, 2011, at EE-13. 

" Brief of Council of Institutional Investors et ai. as Amici Curiae in Support of Respondent at 1 9, Business 
Roundtable et. at. v. Securities and Exchange Commission (D.C. Cir. Jan. 27, 2011) (No, 10-1305), 
http://www.cii orQ/UserFiles/file/CII%20TIAA-CREF%20et%20al%20%20amicus%20brief%2001-27-11.pdf - 

Id. at 20. 

" Id 
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Third, proxy access has been a reality in many other countries that have similar union and 
government pension funds as the U.S. Abuse of proxy access “has not taken place in [those] 
foreign markets.”” Opponents of the SEC's rule have to-date simply been unable to provide 
evidence that special interest groups have burdened companies with unreasonable demands in 
countries with proxy access. 

Finally, if the myth were true that the proxy access rule would promote the agendas of special 
interest shareowners at the expense of all shareowners, one would expect most investors to 
oppose the rule. The facts are to the contrary. In addition to the Council's general members, 
other investors, including TIAA-CREF, Relational Investors and many more profit-driven 
investment companies, strongly support implementation of the SEC’s rule providing long-term 
shareowners the opportunity to nominate and elect directors. 

We again want to congratulate the Committee on holding a successful hearing on a critically 
important issue to Council members and the millions of American fund participants and 
beneficiaries they serve. We would respectfully request that this letter be included as a part of 
the hearing record. 

If you have any questions about our views, please do not hesitate to contact me at 
laurel@cii.orq or 202.261.7086, or General Counsel Jeff Mahoney at ieff@cii.ora or 
202.261.7081, 

Sincerely, 

Laurel Leitner 
Senior Analyst 

Council of Institutional Investors 


12 


\ 6 . at 19. 



